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Executive Summary

The Massachusetts Health Care Task Force 
and the working groups associated with it 
were created by the highest political leaders 
in the Commonwealth at a time of extreme 
uncertainty and financial turmoil in health 
care. The Task Force and working groups 
were charged with performing a compre-
hensive review of the health care system 
and providing a common basis in fact and 
understanding upon which state leaders 
could base policy decisions. For the first 
time, the top leaders in the state gathered 
regularly with prominent leaders in health 
care and other stakeholders to analyze and 
discuss the complex issues and challenges 
facing our health care system. 

The analysis of the working groups 
and discussions with the Task Force have 
helped shape health policy during the last 
twenty months, resulting in the concrete 
interventions described in this Final Report. 
The process has also succeeded in bringing 
public and private leaders in health care 
closer together which bodes well for con-
tinued thoughtful and informed policy 
development.

A draft of this Final Report was pre-
sented to the Massachusetts Health Care 
Task Force by its co-chairs and the working 
groups, whose reports, presentations and 
deliberations are summarized herein. Task 
Force members were invited to comment 
on the draft and some modifications of the 
draft text were made as a result. In addition, 
written submissions by Task Force members 
are included in the appendix of this report 
(see page 67). Working group reports and 
other materials presented at Health Care 
Task Force meetings are assembled in sepa-
rate a supplementary volume. 

This executive summary is a brief over-
view of some of the main points from the 

Final Report. It is not a summary of all the 
issues, observations and recommendations 
in the body of the Final Report or of the 
working group reports themselves, which 
cover a wide variety of issues relating to 
health care. 

Because the working groups and the 
Task Force were convened by state govern-
ment, they have focused on state govern-
ment policies and interventions. Because of 
the close inter-relationship between public 
and private actors in the health care system, 
the actions of one group affect system condi-
tions and actions by the other group. Inter-
ventions designed to address a particular 
issue may have unforeseen negative effects 
on other issues or on other actors within the 
system. Continuous monitoring, collabora-
tion and re-evaluation of policies will con-
tinue to be necessary. 

The System as a Whole

The rapid rate of increase in health 
insurance premiums and health care costs 
in recent years is a significant problem for 
the continued viability of the Massachusetts 
health care system. Although revenue flow-
ing into the system has increased, and many 
payers and some providers are more finan-
cially stable than they were, conditions have 
not improved for all. Patient care costs are 
increasing almost as fast as revenues, and in 
some sectors, limited availability of funds has 
made the situation much worse. Further, if 
premiums continue to increase at the current 
pace, many employers, consumers, and the 
state will have trouble paying for health care 
coverage resulting in the potential for signifi-
cant additions to the ranks of the uninsured.

Health care cost increases result from 
a variety of forces. New drugs and technol-
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ogy are continually being incorporated into 
treatment and care plans, often at signifi-
cant increased cost. There appears to be little 
systematic evaluation of the added costs 
and added benefits of new technologies and 
drugs. 

In addition, in some areas, patient 
volume has been shifting towards more 
expensive settings such as teaching hospitals, 
hospital outpatient departments, and hospi-
tal emergency departments (EDs), and away 
from comparatively less expensive settings 
such as community hospitals and commu-
nity-based physician offices. This trend con-
tributes to the financial distress among some 
community hospitals and increases the spend-
ing levels for Medicaid and other payers. 

Concerted and collaborative public 
and private efforts to encourage a greater 
percentage of care to be provided at a 
lower cost and at clinically appropriate sites 
of care would help constrain the rate of 
health care cost increases for both the state 
and private payers, and should be actively 
pursued. In addition, wherever possible, 
unnecessary expenses in the system should 
be identified and eliminated. Examples of 
areas for public and private action and 
planning include:

• Economic incentives for providers and 
consumers to incorporate cost-conscious-
ness into their decisions about care; 

• Comparative data analysis and report-
ing on cost, quality and efficiency of 
providers; 

• Quality improvement initiatives, which 
will also improve cost-effectiveness of 
care; and

• Administrative simplification, including 
collaborative HIPAA compliance strate-
gies as well as coordination and stream-
lining of government-imposed regulatory 
complexity. 

Increasing Revenue to Support the System

Controlling cost increases is an impor-
tant goal, but more will be required to 
restore financial stability to the system. It 
is likely that more revenue flowing into the 
system will be needed. The question of how 
much of that additional revenue should 
come from employers through health insur-
ance premiums, from consumers through 
cost-sharing, and from the state through 
higher Medicaid payments or other means, 
will require continuous monitoring and 
adjustment, since increases in payment from 
any sector will have effects on other issues. 

• The Finance Working Group has rec-
ommended that the Medicaid program 
increase its rates to hospitals and nursing 
homes. But if those rate increases come 
at the expense of other important areas 
of state spending, possibly even Medicaid 
enrollment, the net result for providers 
might not be positive. 

• Similarly, private payers in Massachusetts 
have paid less in relation to costs than in 
any other state in recent years. Although 
hard data on more recent private pay-
ment rates are not yet available, the 
trend in the last two years appears to 
have reversed as double-digit premium 
increases have become the norm. While 
Massachusetts HMOs and some providers 
appear to have improved their financial 
positions as a result, some providers have 
seen less of an impact. Available resources 
for continued rate increases are limited 
as corporate profits continue to be low. 
In the face of further increases, employ-
ers may reduce or drop coverage and are 
likely to shift costs to consumers.

• As consumers face increasing out-of-
pocket costs, they may be unable to afford 
insurance coverage and numbers of unin-
sured may rise. That would result in 
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decreased access to services and increased 
financial pressure on providers and on 
the Uncompensated Care Pool. 

Recognizing these inter-relationships, 
the Finance Working Group recommended 
that the state pursue a multi-pronged strat-
egy that combines rate increases necessary 
to recognize an appropriate proportion of 
provider costs; adjustments to the Medicaid 
payment formulas to more appropriately 
reflect current conditions; targeted assis-
tance to sustain needed providers in the 
short term; increased regulatory authority 
in the insurance arena; and increased moni-
toring of financial conditions and trends in 
the system as a whole. 

The Access Working Group recom-
mended that the state encourage flexibility 
in insurance product design to avoid losing 
private sector coverage in the face of cost 
increases.

Increasing Monitoring and Reporting

More than revenue increases, however, 
will be required to maintain a viable system. 
State government has been increasing its 
involvement in and engagement with the 
health care financing and delivery systems, 
and must continue to do so. As controlling 
aggregate health care cost increases becomes 
imperative for the private sector as well as 
Medicaid, the state can play a more central 
role in helping to create a balanced and effi-
cient health care system.

As the state explores the appropriate 
level of involvement in this arena, an impor-
tant consideration is the role that the health 
care system plays in driving our state econ-
omy. Achieving and maintaining the right 

level of state involvement will require con-
tinuous monitoring and evaluation.

Recommendations for increased gov-
ernment activity with respect to health care 
include:

• Increased monitoring and reporting on 
financial conditions in the health care 
system, including conditions of payers 
and providers;

• Increased regulatory authority in the 
insurance arena;

• Development of measures and reporting 
on quality of care, cost and efficiency at 
the provider-specific level; and

• Collaborative work with the private 
sector to develop quality improvement 
initiatives.

In addition, state government may 
need to provide targeted financial support 
to providers who are needed to preserve 
access to essential services or who have the 
potential to offer lower-cost alternative care 
settings that are important for keeping the 
system more affordable. This strategy has 
been recommended by the Finance Work-
ing Group and others, and has been pur-
sued over the course of the last two years. 
It may be appropriate to combine such assis-
tance with increased involvement in the 
system overall. Although the Finance Work-
ing Group recommended this kind of gov-
ernment involvement, it also recommended 
that over time, reasonable and fair payment 
by all payers and appropriate use of lower-
cost care settings should be sufficient to sus-
tain the delivery system.
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PRESS RELEASE

For Release: Monday, May 1, 2000
Contact: John Birtwell

Shawn Feddeman
(617) 727-2759

Alison Franklin
(617) 722-1500

Frank Shea
(617) 722-2500

Cellucci, Swift, Birmingham, Finneran, Lees, Marini Convene Health Care Task Force

Governor Paul Cellucci, Lieutenant Governor Jane Swift, Senate President Thomas F. Birmingham, House Speaker 
Thomas M. Finneran, Senate Minority Leader Brian Lees and House Minority Leader Francis Marini Today announced 
they have convened a statewide task force to conduct a comprehensive analysis of the health care industry in 
Massachusetts. The task force will examine all areas of health care in the Commonwealth, including operation, 
administration, access, regulation, financing, revenues, cost, liabilities, reserves, financial viability, delivery, outcome 
and quality.

“Massachusetts has always been a world medical leader and the effort we are announcing today is designed to make 
sure Massachusetts protects its reputation as a health care leader,” said Cellucci. “Not only must we ensure our citizens 
continue to have access to the highest quality health care, we need to take steps to protect this very important sector of 
our economy which employs thousands of Bay State residents.”

“The health care industry is multi-faceted and there are many different perspectives and interests that need to be 
addressed,” said Swift. “ The only way to tackle an issue of this complexity and sensitivity is to deal with it 
comprehensively with all sides at the table and all viewpoints represented.”

The task force, which will be co-chaired by former Supreme Judicial Court Chief Justice Herbert Wilkins and Brandeis 
Professor Stuart Altman, will report back to the state’s legislative leadership with its findings and recommendations. The 
group will include representatives from throughout the health care community, including hospitals, health maintenance 
organizations, extended care facilities, health care providers and consumer advocates. The group will also include 
representatives of business, labor, and government.

“Patients are sick of the chaotic state of our health care system,” said Birmingham. “We hope that by bringing together 
health care providers with consumers and the political leadership of the state, we can begin to develop a coherent and 
effective system to deliver high-quality affordable health care to the people of Massachusetts. Our ability to provide 
access to high-quality health care is one measure of whether or not we earn the title ‘Commonwealth’.”

“It is imperative that a thorough examination of our health care system—its current strengths and weaknesses as well 
as the challenges and opportunities which looms ahead—be held by well-informed principals. I am confident that 
the individuals on the task force, under the guidance and direction of Professor Altman and Judge Wilkins will rise 
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to the demands of responsible leadership dictated by this issues,” said Finneran. “It is probably the most important 
collective undertaking we could initiate and I am delighted that we will be led by two individuals of such intellect 
and renown.”

Judge Wilkins will preside at all task force meetings and direct the administration and procedures of the task force. 
Professor Altman will oversee four existing working groups currently examining the areas of health care finance, 
access, quality and administrative simplification. These working groups will present conclusive data and policy options 
to the task force for examination and debate. Wilkins and Altman may create other working groups if it is deemed 
necessary.

“The members of this task force have various perspectives, but they share a common commitment to health care,” said 
Wilkins. “We can all be hopeful that this effort will help government and community leaders to define the issues, to 
structure meaningful dialogue and to identify possible solutions.”

“This is a good time to take a look at our health care system in as comprehensive a manner as possible,” said 
Altman. “This task force presents an opportunity for knowledgeable people from different perspectives to review data, 
exchange views and strategize about possible solutions to some of the challenges facing leaders in government and 
in health care.”

The task force is expected to begin meeting later this month and will present an interim report of findings and 
recommendations by the end of the year. A final report will be issued by the end of the year 2001.
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Summary of Recommendations

Overall Recommendations

1. Collaborate with Payers and Providers.
As the government pursues new policies 
and intervention strategies, it should work 
collaboratively with payers and providers 
to increase planning, and to design and 
implement quality initiatives and economic 
incentives. 

2. Redistribute Care to Lower-cost Settings. 
The Medicaid program and managed care 
plans should continue to make efforts to 
direct patients to lower-cost settings. To assist 
with this effort, the state should encourage 
the development of capacity among lower-
cost community-based providers such as 
physician offices and community health 
centers.

3. Consider Increased Government Regulation 
 and Planning. 

Areas for potential increased regulation 
include: permissible provider service mixes, 
provider relationships, rate regulation, 
intervention with “at risk” providers, and 
receivership.

4. Explore Quality-Based Initiatives.
Quality initiatives should be pursued at all 
levels of care to reduce error and to increase 
care effectiveness, particularly among lower-
cost providers in order to support cost-con-
scious consumer choices. 

5. Explore Economic Incentives. 
Engaging consumers and providers through 
incentives may be successful in constrain-
ing, to a degree, the rate of cost increases.

6. Increase Monitoring. 
Increase timely data reporting about finan-

cial conditions and service use in the 
health care system and increase state 
monitoring of trends and conditions. 

Access Recommendations

The Access Group suggested pursuing 
several strategies at the same time because 
no single approach would succeed in making 
adequate and affordable insurance avail-
able to all residents. Among the strategies 
it recommended for exploration, along with 
financial analysis and additional informa-
tion, were the following:

1. Consider Expanding MassHealth.
If groups of people who lack insurance 
can be identified by common characteris-
tics, consider expanding MassHealth eli-
gibility by income level or category, if 
fiscally possible.

2. Combine and Streamline State Programs.
Wherever possible, combine and streamline 
programs and processes to reduce adminis-
trative complexity and confusion.

3. Consider Alternative Insurance Product Design 
 and Rate Regulation.

Consider whether high-deductible policies 
with subsidies to help low-income enroll-
ees meet those deductibles, or other changes 
to permissible product design, could make 
health insurance more affordable. Also con-
sider revising rate banding requirements to 
maintain affordability.

4. Consider Using Tax Credits and Subsidies. 
Additional forms of subsidies or tax credits 
to employers, employees, or both, for the 
purchase of commercial insurance could 
result in more people obtaining coverage.
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5. Consider Mandating Insurance Coverage. 
Mandates on employers to offer insurance 
coverage, or on individuals to obtain and 
maintain insurance coverage, should be 
explored. Consider “indirect mandates” 
requiring all entities that contract with the 
Commonwealth to provide health insur-
ance to their employees.

6. Educate Employers About Tax Advantages. 
In particular, educate employers about the 
tax advantages of paying for health care 
through medical savings accounts and flex-
ible spending accounts.

7. Exercise Caution on Mandated Benefits. 
Assess the financial impact of proposed new 
mandated benefits before enacting man-
dates.

Quality Recommendations

The Task Force heard three sets of 
recommendations on improving quality of 
care. There is some tension between rec-
ommendations that stress the publication 
of provider-level quality and medical error 
information, and those that stress confiden-
tiality for individual providers and focus 
on systems improvement. The recently cre-
ated Betsy Lehman Center for Patient Safety 
and Medical Error Reduction will provide 
the Commonwealth with a forum for resolv-
ing those tensions and for pursuing quality 
improvement initiatives in health care.

Recommendations from the Quality 
Working Group

1. Align state policies and practices to foster 
quality improvement and error reduc-
tion.

2. Expand and improve data collection and 
reporting on quality and medical errors, 
especially in non-acute settings and at 
the provider-specific level. 

3. Develop and implement evidence-based 
practice guidelines. 

4. Design financial incentives to encourage 
patient-centered quality improvement.

5. Expand and coordinate state efforts in 
consumer education about quality of 
care.

Recommendations from Lucian Leape of 
the Harvard School of Public Health 
and the Institute of Medicine’s Report:
“To Err is Human”

1. Health care professionals should follow 
best practices, identify and change unsafe 
systems, and take responsibility for prob-
lematic individual practitioners.

2. Hospitals and health care organization 
CEOs should take responsibility for 
patient safety, because safety is primarily 
a function of systems.

3. Safety should be part of any health 
care organization’s strategic plan; pun-
ishment of individuals for errors should 
be avoided; systems should be changed 
to reduce burdensome workloads and to 
increase accuracy.

4. Regulatory policy should focus on safe 
practices and standards, and move away 
from focusing on individuals, blaming 
and punishment.

Recommendations from the 
Leapfrog Group

This employer group focuses on spe-
cific and easily verifiable measures associ-
ated with better outcomes in hospital care. 
As a way of improving quality of care and 
reducing costs associated with errors or sub-
optimal care, its members adopt policies 
designed to steer patients toward hospitals 
that:



Massachusetts Health Care Task Force Final Report

Summary of Recommendations  xvii

1. Employ specially-trained intensivists in 
their intensive care units.

2. Perform more than a threshold number 
of certain complex procedures each year.

3. Have implemented computerized pre-
scription order entry systems. 

Administrative Simplification 
Recommendations

1. Focus on Government’s Role as Convenor and 
 Facilitator. 

The Commonwealth of Massachusetts 
should act as convenor of public and private 
health care actors and as facilitator for dis-
cussion of common approaches to simplifi-
cation, rather than impose regulation as a 
means of forcing simplification in a particu-
lar manner. 

2. Leverage HIPAA Compliance Efforts. 
Use HIPAA (Health Insurance Portability 
and Accountability Act of 1996) compliance 
planning and investment to achieve broader 
administrative simplification. 

3. Leverage Existing Collaborations. 
The Commonwealth should rely on and 
work in collaboration with the Massachu-
setts Health Data Consortium in coordi-
nating private and public sector HIPAA 
compliance and administrative simplifica-
tion efforts.

4. Report on HIPAA Compliance Progress.
The Commonwealth should request health 
care system participants to submit infor-
mation periodically showing their progress 
toward HIPAA compliance and adminis-
trative simplification. The Commonwealth 
should consider forming a high-level review 
panel of government and business leaders 
to review and evaluate those reports and to 
encourage continued focus on administra-
tive simplification.

5. Develop Industry Administrative Performance 
 Standards. 

With the Massachusetts Health Data Con-
sortium, develop performance standards for 
administrative functions, and request that 
payers, providers and employers report peri-
odically on the extent to which they meet 
those standards.

6. Support Demonstration Projects and Centers 
 of Excellence. 

The Commonwealth should support experi-
mentation and creativity in the development 
of administrative simplification approaches 
through demonstration projects and centers 
of excellence.

7. Focus on Small Providers. 
The Commonwealth should focus on devel-
oping technology that will help smaller pro-
viders and should encourage use of existing 
technology, including the Internet, among 
smaller providers.

8. Review and Simplify State Administrative  
 Requirements. 

The Commonwealth should evaluate, coor-
dinate and simplify the administrative bur-
dens it imposes on health care sector 
participants in order to avoid unnecessary 
administrative complexity and paper-
work.

Finance Recommendations: Hospitals

1. Increase State Funding for Hospitals. 
The Finance Working Group supports 
increasing state funding for hospitals 
through an overall relief plan. The plan 
should use the following principles to guide 
decisions about how to distribute increased 
funding:

• Fair Payment: Medicaid payment for a 
particular service should cover a reason-
able percentage of the necessary cost of 
efficiently delivering that service.
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• Medicaid Access Preservation: The state’s 
Medicaid policy should work to ensure 
reasonable access to services for and by 
Medicaid enrollees. 

• System Stability: The state should work to 
preserve and stabilize those hospitals and 
services necessary to protect the health of 
all Massachusetts residents. 

2. Adjust Medicaid Rates. 
Medicaid rates should be increased and 
the state’s payment-to-cost ratio should be 
improved to levels closer to what is paid in 
other comparable states. This effort would 
involve evaluation of several components 
affecting payment level:

• Medicaid Payment Formula. The Medic-
aid program must ensure that its pay-
ment formula results in a “fair payment” 
level, as defined above. 

• Update factor. The Medicaid formulas 
should include an update factor that 
appropriately reflects unavoidable in-
creases in the necessary costs incurred by 
hospitals, as well as a component that 
maintains an incentive for efficiency and 
good management. 

• Hospital Costs and Cost Allocation. Fur-
ther study is needed of hospital costs, 
cost allocation methods, and the share of 
costs of efficient hospitals that should be 
covered by Medicaid.

3. Evaluate Uncompensated Care Pool Reform.
Evaluate the Uncompensated Care Pool’s 
funding and payment systems, with atten-
tion to the effect that various changes would 
have on each hospital.

4. Continue Distressed Hospital Funding. 
In the short term, grants to prevent certain 
distressed hospitals from closing or closing 
needed services may be required.

5. Increase Frequency of Financial Reporting.
Require hospitals (and other providers) to 
submit financial data more frequently, and 
increase the state’s analysis and monitoring 
of the system.

6. Shift Patient Volume to Appropriate Lower  
 Cost Providers Where Possible. 

Particularly in those areas in which volume 
has shifted away from lower-cost community 
providers, develop ways to encourage the 
provision of more care in clinically appropri-
ate lower-cost settings and providers.

Finance Recommendations: 
Nursing Facilities

1. Study Medicaid Payment Formula. 
The state Medicaid program has been 
moving toward a standard Medicaid rate 
system based on statewide average recog-
nized costs rather than on facility-specific 
reported costs. The state should continue 
using this pricing approach, provided that 
standard prices are set at a level that is 
high enough to provide revenue sufficient 
to maintain an efficient, well-run facility 
that provides safe, adequate and dignified 
care for Medicaid patients. To ensure the 
reasonableness of Medicaid payments, the 
Commonwealth should undertake focused 
study of:

• Medicaid Allowable Costs. Medicaid 
should not pay for additional costs that 
some facilities may have incurred invest-
ing in more expensive services used pri-
marily by Medicare patients or higher-end 
amenities to attract privately paying resi-
dents.

• Medicaid Payment Formula Adjustment. 
Medicaid officials should re-examine cer-
tain features of the rate-setting method 
and of the method being used for tran-
sitioning from facility-specific, cost-based 
rates to the standard rates. 
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• Medicaid Update Factor. Medicaid pro-
gram officials should review the factor 
used to adjust costs from the base year to 
the rate year. However, substantial Med-
icaid rate increases across the board or 
increases that raise rates disproportion-
ately for high-cost facilities are not rec-
ommended. 

• Further Study. Further study should be 
conducted to determine whether the stan-
dard rates the current system yields are 
adequate to cover necessary costs, as well 
as whether the rate-setting formula can be 
modified to include incentives for high-
quality care and efficiency.

 
2. Consider Targeted Financial Assistance. 

In the short term, special assistance for par-
ticular facilities may be necessary to pre-
serve efficient and high-quality facilities.

3. Explore Increasing Private Resources. 
For example, if family members were per-
mitted to supplement Medicaid payments to 
obtain certain amenities for a nursing home 
resident, or if private long-term care insur-
ance were more prevalent, facilities would 
have access to additional revenue sources.

4. Increase Coordinated Monitoring and Policy  
 Making. 

Increase and coordinate regular monitoring 
of nursing home financial conditions, occu-
pancy rates, and service availability. Agen-
cies that regulate various aspects of the 
nursing home industry should work more 
closely together to coordinate policy.

5. Provide Technical Assistance. 
Identify best practices of efficient, low-cost 
and high-quality facilities. 

6. Continue Workforce Initiatives. 
Support the development of career ladders 
and continue wage pass-through funding 
for direct care workers.

7. Increase Long-term Planning. 
In the longer term, it will be essential to iden-
tify and support more innovative and prom-
ising methods of organizing and providing 
long-term care, focusing on developing a 
cost-effective and high-quality community-
based continuum of care.

Finance Recommendations: 
Community Health Centers (CHCs)

1. Maximize Efficient Use of CHCs.
Explore whether CHCs can offer a lower-
cost alternative setting for some of the care 
now being provided in hospital outpatient 
and EDs, and facilitate the shift of patients 
from hospitals to CHCs where geographi-
cally and clinically appropriate.

2. Review Adequacy of Public Payments. 
Medicaid rates and other public payments 
(e.g., from the Massachusetts Department 
of Public Health) should be reviewed for 
appropriateness.

3. Coordinate and Streamline Administrative  
 Requirements. 

Review and coordinate across agencies the 
contract, billing and reporting requirements 
that apply to CHCs.

4. Explore Workforce Initiatives and Technical  
 Support. 

To the extent resources are available, sup-
port creation of a State Health Service Corps 
to help CHCs attract and retain quality 
staff (including tuition assistance and loan 
repayment opportunities); technical assis-
tance and upgrading of CHC systems. Pro-
vide grants or low-interest loans for urgent 
needs, deficits and possible expansion.

Finance Recommendations: 
Home Health Agencies

1. Review Medicaid Rates and Service 
 Eligibility Rules. 
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This review should be part of broader long-
term care planning efforts aimed at increas-
ing effective community-based care options.

2. Explore Alternative Relationships with High- 
 Volume Providers. 

Medicaid program officials should explore 
the use of special contractual arrangements 
between the Medicaid Program and high-vol-
ume providers using alternative reimburse-
ment systems, such as prospective payment. 

3. Use Grants or Loans to Assist with Specific  
 Capital Investments. 

To the extent funds are available, relatively 
small grants or loans could allow home 
health agencies to make capital investments 
—such as the purchase of portable com-
puters and telemedicine equipment—that 
would increase their overall effectiveness. 

4. Encourage Innovation in Community-Based  
 Care. 

Authorize pilot programs and demonstra-
tion projects that use different models of 
care to determine which policies and struc-
tures work best at the community level. 

5. Coordinate Services and Eligibility Rules. 
State funded and administered programs 
should coordinate so that eligibility rules 
and funding streams do not create barriers 
to service plans that are the most efficient 
and cost-effective way of meeting people’s 
needs.

Finance Recommendations: Physicians

1. Consider Targeted Medicaid Rate Increases. 
While funding is scarce, Medicaid program 
officials should consider rate increases for 
services and providers used most by Med-
icaid patients and for those providers who 
practice in low-cost settings.

2. Assist Physicians with Administrative 
 Simplification. 

The state should collaborate with physi-
cians to achieve administrative simplifica-
tion through HIPAA compliance and in the 
Medicaid program in general. 

3. Explore New Capitation Models. 
New models of integrating physician respon-
sibility for resource use and financing 
should be explored, but must include suf-
ficient payment rates and adequate data to 
support quality and effective management 
of care.

4. Increase Monitoring. 
As with other sectors, data about physician 
practice, costs and practice patterns should 
be collected and monitored.

Finance Recommendations: Workforce

Resolution of workforce issues requires 
solutions that reach beyond the health care 
sector to involve the academic community, 
labor unions, and public schools. The state 
should pursue planning and innovation in 
several different areas simultaneously, and 
in collaboration with academic and provider 
groups, to alleviate workforce shortages over 
the near and longer term.

1. Develop Educational Programs and Incentives. 
For example, design new training programs 
at multiple levels of professional develop-
ment, and increase financial supports and 
incentives such as loan forgiveness programs 
for workers who devote time to underserved 
communities.

2. Improve Working Conditions for Health Care 
 Providers. 

For example, ensure reasonable workloads 
and demands for direct care provider 
positions, and reduce unnecessary paper-
work.

3. Allocate Tasks Among Available Workers to  
 Ensure Patient Safety and Quality of Care. 
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In some cases, there may be opportunities to 
assign certain tasks to different levels of pro-
fessionals without reducing quality of care. 

 
Finance Recommendations: 
Prescription Drugs

Ultimately, intervention from the fed-
eral government will probably be required 
to achieve significant savings on prescrip-
tion drugs. Even so, the state should explore 
options that may improve affordability of 
and access to prescription drugs, including 
options that would involve fundamental 
changes to the current system.

1. Explore State-Level Price Controls.

2. Consider Establishing a State Wholesale Drug 
 Purchaser. 

This entity would purchase drugs at reduced 
rates for all residents and health plans. 

3. Explore the Creation of a Single-payer Type of 
 Insurance Plan for Prescription Drugs. 

Participation by health plans would be 
required, clearly changing the structure of 
current health plans. 

Finance Recommendations:
HMOs/Insurers/Payers

1. Enact legislation establishing minimum  
 net worth and risk-based capital requirements  
 consistent with national standards.

2. Require More Detail and Broader Scope in  
 Financial Reporting. 

Specifically, require plans to report finan-
cial results by line of business, to file reports 
using statutory accounting rules as well as 
Generally Accepted Accounting Principles, 
and to report on ASO (Administrative Ser-
vices Only) business and enrollment.

3. Consider Increasing Oversight of Risk-sharing 
 Arrangements and Risk-bearing Entities. 

Additional oversight would help ensure that 
providers who assume risk have the opera-
tional capability and the financial resources 
to manage the risk assumed and that the 
financial terms of the arrangement are rea-
sonable.

4. Assess the Likely Financial Impact of New  
 Mandated Benefits Prior to Enactment.

While there is disagreement about the 
extent to which mandated benefits increase 
insurance premiums, there is support for 
requiring a cost analysis before expanding 
mandates. 

5. Increase Oversight of Major Transactions.
Enact legislation giving the Commissioner 
of Insurance authority to oversee certain 
major transactions of HMOs, such as sales of 
substantial assets, mergers, and expansion 
into other states.

6. Require Actuarially Sound Premiums. 
Explore the possibility of requiring that pre-
miums be certified by an independent ana-
lyst as being sufficient to cover the benefits 
to be provided.

Recommendations
for the Future

There should be an ongoing group 
whose mission transcends that of any exist-
ing agency in health care and whose mem-
bers include people from the private sector. 
An ongoing public-private analytic effort 
would provide a structure and framework 
for continued analysis and communication 
as the state re-assesses its role with respect 
to regulation of and intervention in the pri-
vate health care system and protection of 
the health care safety net.
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I: Introduction

State leaders1 created the Health Care Task 
Force in the late spring of 2000, shortly 
after the receivership of Harvard Pilgrim 
Health Care and in the midst of wide-
spread reports of hospital financial distress. 
Through the Task Force and its associated 
working groups, they hoped to learn more 
about the paradox that has vexed the Mas-
sachusetts health care system for at least 
several years: Despite the fact that Massa-
chusetts health care expenditures per capita 
are considerably higher than the national 
average and higher than those of other 
states, prominent participants in the health 
care system—including our largest health 
maintenance organizations and hospitals—
were in financial trouble. 

The Task Force convenors had these 
common goals: 

• to preserve access to the highest quality 
care for Massachusetts residents; 

• to preserve and stabilize the health care 
sector of the state’s economy; 

• to maintain Massachusetts’ position as a 
health care leader; and 

• to create greater confidence in the system 
among residents and businesses. 

The Task Force’s mandate was:

• to conduct a comprehensive analysis of 
the health care system in Massachusetts;

 
• to find facts about the current state of our 

health care system; 

• to identify problems or weaknesses in the 
system; 

• to advance possible solutions to identi-
fied problems for consideration by execu-
tive and legislative leaders; and

• to provide a forum for discussing iden-
tified problems and possible solutions 
among health care experts and profes-
sionals in which differing views and opin-
ions could be expressed. 

Consistent with the concern about 
financial stability that led to its creation, 
the Task Force has focused particular atten-
tion on financial issues. Most meetings of 
the Task Force included reports from one or 
more of the working groups. These reports 
were designed to present the most up-to-date 
information on the subject under review 
and, where appropriate, the advantages and 
disadvantages of various options for inter-
vention.2 In some cases, the working groups 
presented their recommendations on a pre-
ferred strategy for action. 

The reports, presentations and discus-
sions at Task Force meetings revealed the 
complex interrelationship of many chal-
lenges that confront the patient, the pro-
vider, the insurer, the employer and the 
government. Many identified problems are 
beyond resolution by state government 
action alone. Some are beyond short-term 
solution by any single actor. Others can 
be alleviated, in the short or long-term, by 
either government or private sector action, 
or some combination of the two. 

Because the Task Force was created to 
assist state government leaders, the work-
ing group reports often focused on options 
for state action, as opposed to private sector 
actions. The inter-relationship between gov-
ernment and the private sector in health 
care, however, required that the Task Force 
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consider the effect of actions by one group 
on the other. For example, one reason that 
Medicaid hospital payment rates were such 
a prominent theme during Task Force delib-
erations is that in Massachusetts, unlike in 
other states, private payers were no longer 
paying a margin above costs. Thus, private 
sector payment policy in combination with 
state payment policy and changes in federal 
Medicare payment policy contributed to the 
financial instability among hospitals, which 
in turn contributed to the decision by state 
leaders to convene the Task Force. 

One concern about advancing pro-
posals for state government action is that 
various factors bearing on a particular prob-
lem are constantly changing, and a policy 
change in one area may have unforeseen or 
undesirable effects in others. The question 
then is whether a proposed action, even 
if it improves the particular problem it is 
intended to alleviate, would in fact improve 
the delivery of health care overall in the 
Commonwealth. 

For example, increasing Medicaid pro-
vider payment rates across the board might 
help to alleviate the financial stress of some 
providers, but finding the funds to imple-
ment substantial increases at this time might 
require cuts in state spending in other 
areas—even in Medicaid eligibility. If the 
number of uninsured residents were to rise 
substantially (due to program cuts, employer 
benefit cuts, or both), uncompensated care 
would likely become a more prominent 
source of losses at the provider level, and 
some providers might see no net gain in 
their financial position even if Medicaid 
rates were increased. 

In addition, substantially increasing 
Medicaid provider payments might enable 
private payers, who, as noted, have report-
edly paid hospitals less on average in rela-
tion to their costs than in any other state 
(see Figure 10 on page 27), to forestall fur-
ther increases in their payment rates. While 
this might have a positive effect on the rate 

of premium increases and insurer financial 
stability, it would also increase the share 
of the system supported by state payments 
and decrease the share supported by private 
payments. 

An argument can be made that, if the 
state were to accept a greater role in financ-
ing hospitals through Medicaid, then, in 
order to protect taxpayers, it should also 
take a greater role in monitoring or regulat-
ing the costs hospitals incur. Whether that 
result would amount to a net gain for the 
health care system, for the state’s economy, 
or both, and whether it would lead to fur-
ther changes, such as increased state regula-
tion of health care or increased state revenue 
to support health care, depends on political, 
social and general economic considerations 
well beyond the mandate of the Health Care 
Task Force. 

This Final Report, which is a summary 
of the working group deliberations and com-
ments from Task Force members, is submit-
ted with the hope that it will assist state 
leaders in making assessments and decisions 
about health care policy. The report begins 
with a description of the structure and 
procedures of the Task Force and working 
groups, an overview of changes in circum-
stances over the course of the Task Force’s 
proceedings and a discussion about the con-
text in which the working groups’ analyses 
of particular issues should be viewed. 

The second section of the report dis-
cusses the health care system as a whole 
and issues related to the system, including a 
summary of reports by the Working Groups 
on Access, Quality and Administrative Sim-
plification. The third section presents a sum-
mary of the reports and recommendations 
prepared by the Finance Working Group 
and its analysis of particular sectors of the 
health care system. 

Because hospitals are such a significant 
part of our health care system and because 
several of the system trends observed relate 
to hospital utilization, there is some overlap 
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between the discussion in Section II and the 
discussion of hospitals in Section III. The 
Report concludes with reflections on the 
Task Force process itself and recommenda-
tions for future state analyses of the health 
care system.

Task Force Structure and Procedures

The Task Force was convened jointly 
by then-Governor Paul Cellucci, then-Lieu-
tenant Governor Jane Swift, Speaker of the 
House of Representatives Thomas Finneran, 
and Senate President Thomas Birmingham. 
No legislation or executive order memori-
alized the creation of the Task Force, and 
no detailed mandate was issued. These lead-
ers simply agreed that a concentrated exam-
ination of the Commonwealth’s health care 
system was needed to help them under-
stand, from a shared factual basis, the con-
ditions, forces and trends at work, so that 
they would be better positioned to deter-
mine what actions or interventions would 
be appropriate. 

They asked Professor Stuart Altman of 
Brandeis University to serve as Co-Chair 
and to guide the substantive analysis, and 
Justice Herbert Wilkins, retired Chief Jus-
tice of the Massachusetts Supreme Judicial 
Court, to serve as Co-Chair and to guide the 
procedure for discussion and analysis. With 
the agreement of the Co-Chairs, the conve-
nors asked a number of health care leaders 
and other interested parties to participate 
in the effort, and announced the undertak-
ing in a joint press conference on May 1, 
2000. 

Four working groups focused on sub-
sets of issues were forming at approximately 
the same time under the direction of Wil-
liam O’Leary, then Secretary of Health and 
Human Services, and Jennifer Davis Carey, 
Director of the Office of Consumer Affairs 
and Business Regulation. Those groups were 
the Finance Working Group, the Access 
Working Group, the Quality Working Group, 

and the Administrative Simplification Work-
ing Group. Each group presented its find-
ings, analysis of policy options, and where 
possible, recommendations to the Task Force 
for discussion. Several guest presentations 
supplemented the findings and views of 
the working groups and added to the Task 
Force’s discussions. 

The Task Force Co-Chairs and conve-
nors agreed at the outset that because of 
its size and the structure of its membership, 
which was heavily weighted towards teach-
ing hospital and HMO leaders, the Task 
Force itself would take no votes or official 
“positions.” Instead, it would act as a sound-
ing board and forum for discussion of the 
data, analysis and options reported by the 
working groups. 

The Task Force convenors requested an 
Interim Report at the end of 2000 and a 
Final Report at the end of 2001. In January 
2001, the Task Force Co-Chairs submitted 
an Interim Report outlining the working 
group reports that had been presented to 
the Task Force as of that date. These reports 
listed areas that the working groups and 
Task Force Co-Chairs intended to undertake 
during the remainder of the Task Force’s 
allotted time, and posed several over-arch-
ing questions that underlie much of the 
analysis and discussion of health care in the 
working groups and the Task Force. 

This Final Report follows a similar 
approach. It summarizes the material pre-
sented by the working groups to the 
Task Force throughout its proceedings, and 
attempts to place that material into a context 
that has changed dramatically since the ini-
tiation of the Task Force. The Finance Work-
ing Group, co-chaired by Professor Altman 
and Secretary O’Leary, until his departure 
in October, and by Secretary Robert Gittens 
since that time, has been the guiding force 
behind much of the Task Force presenta-
tions and discussions, and has assisted in 
distilling many observations in this Final 
Report. 
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Task Force Overview: 2000-2002

Since the work of the Task Force began 
in early 2000, there have been changes in 
the relative financial positions of stakehold-
ers in the system. There is reason to hope 
that our system is more financially stable 
than it was when our inquiry began, but 
the potential for continued financial dis-
tress and instability remains. Massachusetts 
HMOs, one of which was in receivership 
and several others of which were teetering 
on the brink of insolvency in early 2000, 
appear to be in stronger financial shape (see 
Figure 41 on page 60). 

Some hospitals have improved their 
financial positions, but others are still strug-
gling and may be losing ground (see Figure 
11 on page 28). The nursing home indus-
try is still in financial distress, though some 
national nursing home chains that had 
entered bankruptcy proceedings during the 
last two years are working their way through 

restructuring with the hope of emerging 
with more manageable debt burdens and 
cost structures (see Figure 21 on page 41 
and Figure 22 on page 42). Home heath 
care providers have seen some relief under 
the Medicare prospective payment system, 
but they continue to struggle financially 
and face the prospect of more Medicare 
cuts, with no meaningful relief from other 
payers. Employers, who in early 2000 were 
just coming out of a period in which health 
care cost increases had been small for a 
number of years, have now seen several 
years of significant annual increases in pre-
miums, with no relief in sight3 (see Figure 1 
below).

Over the course of its proceedings, 
the Task Force was presented with and dis-
cussed several recommendations and policy 
options that have led directly or indirectly 
to state actions or other developments 
affecting the health care system. For exam-
ple:

Figure 1

Health Benefit Cost Trend: All US Employers

Employer health care costs increased rapidly in the early 1990s, leveled off in the middle of the decade, and started 
to rise again at the end of the decade.
Source: William M. Mercer, Incorporated
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• In July 2000, the Task Force discussed 
the serious financial conditions of nurs-
ing homes and their particular problems 
attracting and retaining direct care work-
ers. Shortly thereafter, the state devoted 
significant additional dollars to Medicaid 
nursing home rates, set aside resources 
for wage increases to certified nursing 
assistants and created several programs to 
improve training and career ladder oppor-
tunities for direct care workers.4

• In October 2000, the Finance Working 
Group outlined its recommendation for 
financial assistance for hospitals, includ-
ing Medicaid rate increases and targeted 
relief for hospitals in particular financial 
distress. The state budget, passed in 
November 2001, included both of these 
elements.5 

• In March 2001, the Finance Working 
Group analyzed forces exacerbating finan-
cial distress at Whidden Hospital in Ever-
ett as an example of urban community 
hospital distress. This analysis, and the 
Task Force’s discussion of it, supported 
state leaders who facilitated a resolution 
that preserved the hospital and critical 
mental health services.

• In several meetings, the Finance Working 
Group stressed the importance of collect-
ing and analyzing financial and utiliza-
tion information more frequently in order 
to identify, as early as possible, financial 
trends, and health plans and institutions 
facing particularly difficult financial situ-
ations. The FY02 state budget includes a 
provision granting the Division of Health 
Care Finance and Policy express authority 
to collect certain information on a quar-
terly basis.

• The Administrative Simplification Work-
ing Group recommended that the state 
develop a statewide HIPAA compliance 

strategy and that it work collaboratively 
with the private sector around HIPAA 
compliance issues through the Massachu-
setts Health Data Consortium. In 2001, 
the Commonwealth created a HIPAA Pro-
gram Management Office in the Execu-
tive Office of Health and Human Services 
to coordinate agency compliance efforts 
and to interface with the Massachusetts 
Health Data Consortium, the principal 
forum for private sector collaboration 
around HIPAA and many other issues.

• The Quality Working Group recom-
mended that the Commonwealth coordi-
nate its policies and procedures pertaining 
to medical-error reporting and that it 
develop and disseminate evidence-based 
best practice guidelines. The FY02 state 
budget created the Betsy Lehman Center 
for Patient Safety and Medical Error 
Reduction to fulfill these and other related 
functions. 

• In several reports and discussions, the 
Finance Working Group observed that 
consumer incentives could play an impor-
tant role in tempering the trend of 
increasing utilization of high-cost teach-
ing hospitals for services that could be 
provided in clinically appropriate lower-
cost settings. The introduction of prod-
ucts that require higher copayments for 
services at teaching hospitals than for ser-
vices at community hospitals could be 
seen as consistent with this observation, 
although some of those products appear 
to be focused on cost-shifting rather than 
tailored to encourage medically appropri-
ate utilization of teaching hospitals and 
other settings.

Despite some evidence of increasing 
financial stability, the increase in dollars 
flowing into the system through higher 
premiums and copayments appears to be 
having a greater impact on employers and 
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consumers, who are concerned about cost 
increases, than it is having on providers, 
whose financial positions have not (with 
certain exceptions) improved substantially.6 

Employers are balking at the prospect of con-
tinued significant annual premium increases 
and are questioning whether the mergers 
and provider re-alignments of the 1990s 
yielded any cost efficiencies, or whether 
they may have increased costs or masked 
financial troubles. There is now little avail-
able revenue to add to the system from 
public sources, as the state faces significant 
revenue shortfalls. Also, private funds are 
increasingly limited, as the economy con-
tinues to be sluggish. Still, health care costs 
continue to rise.7 

These facts become more troubling in 
light of the new priority our nation and our 
Commonwealth must place on public safety. 
Inevitably, choices will have to be made 
about allocating resources among compet-
ing worthy goals and programs. Even more 
than might have been the case before Sep-
tember 11, 2001, the situation calls for 
public and private efforts to reduce the rate 
of health care cost increases. Forces affecting 
overall cost increases and possible interven-
tions to counteract the trend are discussed 
in “The Massachusetts Health Care System” 
beginning on page 9. 

Context: Hospitals, Medicaid and State 
Policy Priorities

The Task Force and the Finance Work-
ing Group spent much of their time study-
ing and discussing hospitals, and within 
that discussion, devoted particular focus to 
Medicaid payments to hospitals. The focus 
on hospitals is appropriate because every-
one has the potential to need hospital care 
and has an interest in preserving access 
to high-quality hospitals. Further, hospital 
care accounts for the largest single expense 
covered by our health insurance premiums. 
Many Massachusetts hospitals have been in 

serious financial distress; maintaining our 
world-class hospitals is important to our 
state identity and to our state economy. 
The focus on Medicaid rates also has been 
appropriate. The Medicaid rate is one of 
the most significant vehicles in the state’s 
control to influence financial conditions of 
hospitals.

These discussions, however, must be 
put into the context of the health care 
system overall, the goals and limitations of 
the Medicaid program, and the state’s gen-
eral position with respect to revenue and 
expenses. For example, the role of Medicaid 
in long-term care is larger, both in terms of 
dollars expended and in terms of its relative 
importance as a payer, than the role of Med-
icaid in the hospital system.8 

Massachusetts’ nursing homes, in the 
aggregate, appear to be in at least as much 
financial distress as the hospitals, and their 
potential sources of additional revenue are 
more limited. Publicly financed long-term 
care, currently concentrated in nursing 
homes, is of the utmost importance to those 
who need it. For most of these people—
largely the poor elderly and people with 
disabilities—no alternative to nursing home 
care is readily available at this time. 

The role of Medicaid in ensuring 
access to primary and preventive services 
is also critically important. Massachusetts 
has placed prominent emphasis on expand-
ing eligibility for Medicaid to extend health 
care coverage to many more residents than 
would have been eligible before the advent 
of MassHealth. As unemployment rises and 
the economy remains sluggish, the number 
of people eligible for MassHealth can be 
expected to rise—this will increase utiliza-
tion of services paid for by the program 
and, therefore, Medicaid expenditures, even 
without any provider rate increases. More-
over, because utilization of services by Med-
icaid enrollees appears to be concentrated in 
higher-cost teaching hospitals, the increase 
in expenditures that arises from increased 
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enrollment (and therefore, utilization) may 
be steep. 

 Recognizing this context is important 
as the state’s political leaders assess their 
priorities and policy options for the Medi-
caid Program. State revenues are declining; 
health care costs are increasing; Medicaid 
enrollment, and with it, utilization, are 
likely to grow. As leaders face pressure for 
provider rate increases, they will also face 
pressure to spend limited state dollars on 
other purposes, including maintaining Med-
icaid eligibility and service coverage. They 
will need to evaluate the appropriate role 
of Medicaid in financing health care provid-
ers, some of which may be in poor finan-
cial condition due to business strategies that 
have not proven effective. Examples include 
the acquisition of physician practices and 
the investment by some nursing homes in 
services that are no longer highly compen-
sated by Medicare. 

They will also need to assess the value of 
accommodating the current trend, exhibited 
in some areas in the state, of greater amounts 
of care being provided by higher-cost pro-

viders. Finally, they will need to weigh these 
matters against other important public pro-
grams and goals. That challenge has become 
even greater in light of the need to devote 
resources to public safety and preparedness 
that has come into focus since the September 
2001 attacks on the United States. 

In contrast to the broad context in 
which state leaders must assess their priori-
ties, health care alone was the focus of the 
Task Force and the working groups. More-
over, within that arena, the Task Force and 
working groups discussed particular issues 
in a serial fashion. Although this report 
attempts to place many of those issues 
into context with respect to the health 
care system, neither the Task Force nor the 
working groups have attempted to rank, 
by importance or any other characteristic, 
the interventions that are outlined and in 
some cases recommended. It remains for the 
state’s policy and political leaders to deter-
mine where health care priorities fall within 
the state’s overall obligations, and which of 
the health care goals and priorities are the 
most important.

Endnotes for I: Introduction

1. The Task Force was created jointly by then-Governor Paul Cellucci, then-Lieutenant Governor Jane Swift, Speaker Thomas Finneran 
and Senate President Thomas Birmingham. The only document memorializing the Task Force creation is a joint press release 
(see page ix).

2. A list of the working groups and their composition is on page xiii.

3. According to a recent survey by the Massachusetts Division of Health Care Finance and Policy, premiums for family coverage in the 
greater Boston area have risen by as much as 50% in the last four years, and the employee-paid portion of those premiums has 
increased by 45%. Source: DHCFP Massachusetts Employer-Sponsored Health Insurance Survey.

4. The FY01 General Appropriation Act (GAA) included a $68.6 million rate increase for nursing facilities over 2000 levels, with $35 
million of this amount restricted to funding increases in wages and related employee costs for certified nurses’ aides. In addition, 
$5 million was appropriated for a career ladder grant program in long-term care and $1 million for a certified nurses’ aide training 
scholarship program.

5. The FY02 GAA appropriated $15 million for nonrecurring payments to financially distressed hospitals and another $15 million for 
nonrecurring rate enhancements for acute care hospitals.

6. There appears to have been some improvement in HMOs’ financial positions which is helpful in stabilizing the system of insurance 
coverage.

7. Kowalczyk, Liz. “Spending on Health Care Rises 7 Percent. Hospitals, Drug Costs Contribute to Fastest Acceleration in 12 Years,” 
The Boston Globe, January 8, 2002.

8. Medicaid represents 14% of patients and 10% of revenue in the hospital arena, but 72% of patients and 55% of revenue in 
the nursing home arena.
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II: The Massachusetts Health Care System

The Cost of the System

Many members of the Finance Work-
ing Group believe that the most significant 
problem facing the Massachusetts health 
care system is that the gap between costs 
and revenue, sustained over a period of 
time, has led to a precarious situation in 
which a number of providers have been in 
prolonged financial distress, some of which 
are in danger of closing. If this happens, the 
Commonwealth could experience problems 
in access to care for some populations and 
geographic areas, and quality problems for 
those overwhelmed providers that remain. 
In addition, if lower-cost and more efficient 
providers close, then arguably, base costs of 
our system of care will be even higher.

This problem occurs in the context of a 
health care system that is already expen-
sive. In addition, the increases in our health 
care expenditures over the last several years 
have been significant. Employers, consum-
ers and public payers may reach the limit of 
their ability and willingness to pay more for 
health care before the system reaches finan-
cial stability. 

Individual providers who believe they 
are already as efficient as they can be9 may 
be unable to respond quickly enough to calls 
for greater efficiency in the system overall. 
Yet those calls are prompted by trends that 
are increasing the aggregate costs of the 
system, such as the trend of more care being 
provided in more costly hospital settings, 
particularly in areas close to major teaching 
hospitals. Because this increase in the pro-
portion of services provided by higher-cost 
providers increases payers’ overall expendi-
tures, payers (including the state and pri-
vate payers) may try to resist rate increases 
that would further escalate expenditures. 

Closing the cost-revenue gap at the 
individual provider level simply by demand-
ing more revenue is not sustainable over the 
long-term. Public and private action on both 
sides of this core problem—increasing reve-
nue flowing into the system and decreasing 
overall health care costs (or at least the rate 
of increase in those costs)—will be required 
to ensure increased stability in the system. 

This core problem is a result of the 
compounded effect of several long-stand-
ing characteristics of the health care system, 
recent changes in revenue streams that sup-
port providers, forces driving health care 
costs nationally, and trends in Massachu-
setts that are aggravating cost escalation and 
financial instability. Each of these factors is 
outlined more fully below.

Long-standing characteristics of the 
Massachusetts health care delivery system. 

The Massachusetts health care deliv-
ery system has long been characterized by 
higher costs and lower provider financial 
margins than most other systems in the 
country.10 Compared with national aver-
ages, Massachusetts has:

• a high cost of living, which prompts health 
care workers to demand higher wages;11

• more specialists and physicians overall 
per population (see Figures 32 and 33 on 
page 53);

• more teaching hospitals (which tend to 
be higher-cost) as a percentage of hospi-
tals overall, and much higher utilization 
of teaching hospitals;

• much higher utilization of hospital outpa-
tient departments and somewhat higher 
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utilization of EDs (see Figures 2 below 
and Figure 3 on page 11);

• historically lower hospital operating mar-
gins; and

• higher utilization of nursing facilities.

Recent changes in revenue streams.
 Certain changes in provider payment 

systems have had pronounced effects in Mas-
sachusetts and have contributed to provider 
financial distress. Those changes include:

• the Balanced Budget Act of 1997 (BBA) 
which cut Medicare payments affecting 
hospitals, home health care providers, 
and nursing homes;

• cuts in Medicare payment for graduate 
medical education which hit particularly 
hard in Massachusetts in light of its high 
percentage of teaching hospitals; and

• hospitals contracting with HMOs for rela-
tively low payment rates, which occured 
a number of years ago. 

As the HMOs’ market share increased 
to one of the highest managed care cover-
age rates in the country, more people were 
covered by lower-paying managed care plans 
and fewer people were covered by higher-
paying indemnity plans. This shift led to a 
net reduction in private reimbursement rela-
tive to the cost of care provided to privately 
insured patients. The net reduction in private 
revenue, in relation to costs, has reduced the 
ability of health care providers to cross-sub-
sidize services provided to Medicaid patients, 
and has focused debate on the appropriate 
level of Medicaid payments, which have tra-
ditionally been below reported costs. 

These changes have contributed both 
directly and indirectly to financial stress 
among different types of providers. For 
example, as hospitals have become more 

Figure 2

Hospital Outpatient Visits per 1,000 Population:
Massachusetts versus the United States

Utilization of outpatient services increased throughout the 1990s. Massachusetts outpatient hospital utilization has 
been consistently higher than the national average and is increasing at a faster rate.
Note: AHA population data was adjusted annually in the 1999-2002 reports to reflect variation between projections and estimations. AHA statistics 
include both acute and non-acute hospitals. Total outpatient visits include ED visits.

Source: AHA Hospital Statistics, 1999 edition (1993-1997 data) and 2002 edition (1998-2000 data)
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distressed, they have been less able to sup-
port other providers such as community 
health centers. Thus, even though the BBA 
did not affect community health centers as 
directly as hospitals, it did contribute indi-
rectly to their financial distress. 

Forces driving cost increases and health 
care inflation nationally. 

Forces driving health care cost infla-
tion include:

• Utilization of new and expensive pre-
scription drugs is skyrocketing (see Fig-
ures 37 and 38 on pages 57 and 58).

• Research and technology continually add 
costs to care.12

• A nursing shortage caused labor costs to 
rise faster than payments for services. 
Still, it is difficult to find nurses to take 
positions on the front lines of care13 (see 

Figures 35 and 36 on page 56). Health 
care labor costs increased much faster in 
2001 than they had in earlier years (see 
Figure 4 on page 12).

• Demand for hospital inpatient and ED ser-
vices which have been increasing rapidly 
in the last several years after a period of 
lower demand for those services and con-
solidation in the hospital system (see Fig-
ures 5 and 6 on page 13).

• Outpatient hospital services continue to 
expand at a rapid rate. 

Trends in Massachusetts exacerbating cost 
increases and financial stress. 

Trends in Massachusetts that are exac-
erbating overall cost increases and financial 
stress include:

• Increased use of teaching hospitals and 
declining use of community hospitals in 

Figure 3

Acute Hospital Emergency Department Visits per 1,000 Population:
Massachusetts versus the United States

Utilization of ED services slightly declined during the mid-1990s, but has been increasing since 1998. Massachusetts 
utilization continues to be higher than the national average.
Note: AHA population data was adjusted annually in the 1999-2002 reports to reflect variation between projections and estimations.

Source: AHA Hospital Statistics, 1999 edition (1993-1997 data) and 2002 edition (1998-2000 data)
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areas where both teaching hospitals and 
community hospitals are geographically 
accessible (see Figures 12, 13 and 14 on 
pages 29-31). The loss of revenue accom-
panying the shifting patient volume is 
crippling some community hospitals.

• Utilization of hospital outpatient services 
is much higher in Massachusetts than in 
the nation on average, while payment 
rates for those services have traditionally 
been less than cost as a means of encour-
aging use of lower-cost settings.14

• Utilization of ERs is increasing rapidly, 
especially given the context of already 
high use and a decrease in the number of 
ERs available due to the number of hospi-
tal closures in recent years. 

• Health insurance premium increases in 
Massachusetts reflect the combined effect 
of improving insurers’ bottom lines and 

financial reserves, increased utilization, 
and higher provider payments. 

• Massachusetts premiums, historically 
higher than the national average, have 
increased more slowly than premiums 
nationwide, so that the amount by 
which Massachusetts premiums exceed 
the national average has decreased. There 
does not appear to be a similar decrease 
in the amount by which the cost of the 
covered care exceeds the national average 
(see Figures 7 and 8 on page 14).

Options
As outlined above, many factors con-

tribute to the high cost of our system and its 
rapid cost increases. Those factors related to 
long-standing characteristics of the health 
care system in Massachusetts and to Medi-
care payment policy changes will be diffi-
cult or impossible to address with the types 
of actions the state has traditionally used 

Figure 4

Hospital Labor Cost Inflation, National Yearly Average, Q3

Although labor cost inflation is projected to decrease beyond Q3 2001, the average yearly inflation in total compensa-
tion increased from 1.9% in 1997 to 5.2% in 2001. Hospitals increasingly offered greater benefits per year to 
supplement wages and salaries, from 0.7% inflation in 1997 to 5.2% in 2001.
Source: Health Care Cost Review: Third-Quarter 2001, DRI
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Figure 5

Acute Hospital Inpatient Days per 1,000 Population:
Massachusetts versus the United States

Utilization of inpatient services has declined throughout the 1990s. From 1993-98 Massachusetts inpatient utilization 
declined faster than the national rate. Since 1996, Massachusetts inpatient utilization has been slightly lower than 
the national average.
Note: AHA population data was adjusted annually in the 1999-2002 reports to reflect variation between projections and estimations. AHA statistics 
include both acute and non-acute hospitals.

Source: AHA Hospital Statistics, 1999 edition (1993-1997 data) and 2002 edition (1998-2000 data)

Figure 6

Massachusetts Hospital Consolidations
by Year and Type

The organization of Massachusetts hospitals experienced a large number of consolidations during the past two 
decades. This reorganization was marked by 39 closures in ten years (1986-1996), as well as 20 mergers and 33 
contractual affiliations since 1992. The consolidation rate has slowed in the last few years.
Note: Data for 2000-2001 are from the Massachusetts Division of Health Care Finance and Policy.

Source: Massachusetts Hospital Closures/Conversions, Mergers, Acquisition: 1980-Present, MHA, 1999
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Figure 7

HMO Monthly Premiums:
Massachusetts versus the United States (1990 and 1998)

Massachusetts monthly premiums have consistently exceeded US averages, however, from 1990-1998 Massachusetts 
premiums increased more slowly than the nation as a whole.
Source: US Department of Health and Human Services, Health, United States, 1999 ; Massachusetts Division of Health Care Finance and Policy, 
Massachusetts Health Care Trends: 1990-1999

Figure 8

Health Care Expenditures per Capita:
Massachusetts versus the United States (1990 and 1998)

Per capita health care spending in Massachusetts increased slightly faster than the national average. Massachusetts per 
capita spending has consistently been significantly higher than the national average.
Note: Figures are not adjusted for inflation.

Source: HCFA, Office of the Actuary, National Health Statistics Group, “Massachusetts Health Expenditures, 1989-1998,” July 17, 2000; Massachusetts 
Division of Health Care Finance and Policy, Massachusetts Health Care Trends: 1990-1999
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or contemplated. Also, it is unclear that the 
residents of the Commonwealth desire a 
radically different health care system. 

The factors contributing most signifi-
cantly to system cost increases are the trends 
of increasing use of high-cost prescription 
drugs and new diagnostic and treatment 
technology, and increasing use of teaching 
hospitals, hospital outpatient departments, 
and EDs. 

At a general level, options for respond-
ing to those trends are to:

1. Accept the situation and pay more for 
care than would be necessary if lower-
cost settings or treatments were used;

2. Impose restrictions to forcibly redistrib-
ute care to lower-cost settings whenever 
appropriate;

3. Engage in more aggressive regulation of 
provider activity, such as industry con-
trols on prices and costs;

4. Pursue quality-based incentives to encour-
age effective and efficient care (including 
evaluation of appropriate use of costly 
new technology and prescription drugs), 
and consumer education to encourage 
prudent choices;

5. Create economic incentives to encourage 
use of lower-cost providers whenever 
appropriate and support the development 
of lower-cost community-based care; and

6. Increase monitoring of the system 
through data collection and analysis and 
studies, as appropriate.

Each of these is discussed in detail 
below.

1. Paying More. It is likely that we will pay 
more than we do now to support our 

higher-cost health care system. But simply 
accepting whatever higher costs are gen-
erated by the increasing use of higher-cost 
settings and expensive treatments may 
not be desirable for the community in the 
long run. As outlined more fully in the 
discussion of hospital issues below, these 
trends could lead to two kinds of higher 
costs: 1) the shift of patient volume to 
higher-cost settings, and 2) the resulting 
higher treatment costs for patients treated 
in those higher-cost settings, and dis-
tressed provider support costs if the lower-
cost providers that are losing volume are 
deemed necessary for the preservation of 
access to certain important services. 

Premiums are already higher in Mas-
sachusetts than in the nation, on aver-
age (see Figure 7 on page 14). Even 
though the gap between Massachusetts 
and the nation has narrowed in recent 
years (see Figure 8 on page 14), Massa-
chusetts employers are still faced with 
higher costs than their counterparts in 
other states (see Figure 9 on page 16). The 
higher employee health care costs are in 
line with the higher cost of living in Mas-
sachusetts, however, unchecked contin-
ued increases could make Massachusetts 
an unattractive business venue. 

Even if we adjust to higher system 
costs, there could be severe consequences 
for those who lose insurance coverage 
because it becomes unaffordable for them 
or their employers. It could also entail seri-
ous consequences for state government, 
which could face increased Medicaid 
enrollment and increased uncompensated 
care costs. The resulting budget pressures 
would inevitably lead to pressures to cut 
provider payments and to reduce Medic-
aid benefits or enrollment. 

2. Forcible Redistribution of Care. On the 
other hand, forcibly redistributing care 
is unlikely to be successful. Managed 
care tried this approach through coverage 
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restrictions, and the response of the state 
legislature was to curtail this type of cost-
control device. It is unlikely that the state 
would impose similar restrictions through 
its regulatory authority. Some members 
of the Finance Working Group would sup-
port redistribution of Medicaid enrollees’ 
care to lower-cost providers through pro-
gram rules (e.g., designating a hospital as 
the primary hospital provider for Medic-
aid enrollees in its defined service area, 
subject to the hospital’s ability to provide 
medically appropriate care). 

3. Government Regulation and Planning. Gov-
ernment intervention could also take the 
form of more aggressive health planning 
and regulation of provider activity. The 
state could engage in more cost-focused 
regulation of permissible provider ser-
vice mixes and provider relationships, 
or rate regulation. These kinds of strat-
egies have been tried in the past with 

mixed results. While some Finance Work-
ing Group members would encourage 
greater government involvement, others 
are skeptical about the potential of this 
strategy to improve the situation. 

Short of regulation, however, it makes 
sense for a small number of government 
leaders to engage in planning for actions 
the government can or might want to 
take in the event of widespread limits 
on access to care due to reduced insur-
ance coverage. In addition, the state can 
increase coordination among state agen-
cies in identifying needed and “at risk” 
providers, and in determining whether 
state financial intervention might be indi-
cated. 

A related option is receivership legisla-
tion that would allow the state to take 
over a troubled hospital or other pro-
vider where deemed necessary, although 
the interaction between receivership and 
bankruptcy regimes would have to be 

Figure 9

Health Care Costs per Employee:
Major Metropolitan Areas (2001)

Boston area employers are faced with higher employee health care costs than employers in most other major 
metropolitan areas.
Source: Hewitt Associates, Hewitt Health Value Initiative, 2001
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explored and clarified. That strategy could 
prevent severe crises, but also presents 
difficult judgments about which provid-
ers are truly needed and which conditions 
require such drastic intervention. Many 
people are skeptical about the state’s 
ability to make these judgments. Others 
believe that a comprehensive assessment 
of needed services and providers would 
help inform the actions of decision-mak-
ers who now face crises with individual 
providers only after they file notices to 
close services or entire operations.15

4. Quality-based Initiatives. Employers are 
exploring several quality-focused tech-
niques with the goal of improving out-
comes and reducing overall costs. These 
include improving information available 
about quality and cost to encourage con-
sumers to make prudent choices of treat-
ments and providers, and developing 
incentives for providers to reduce med-
ical errors and overall treatment costs 
through effective disease management 
and consistent use of evidence-based 
medical protocols. 

The state should explore whether it can 
assist lower-cost providers in improving 
quality of care and in educating consum-
ers about the quality they offer through 
grants or loans, technical assistance, or 
both. In addition, the state could explore 
ways to improve the collection and report-
ing of information about provider quality 
and cost, with the goal of supporting pru-
dent consumer choices. 

5. Economic Incentives. Engaging consumers 
and providers through incentives may be 
successful in constraining, to a degree, the 
rate of cost increases. Employers are pur-
suing several kinds of incentives, outlined 
more fully in the discussion of employ-
ers below. Economic incentives can be 
blunt instruments, as is the case with 
new health plan designs that impose 

higher copayments for services delivered 
at teaching hospitals, even if the teach-
ing hospital setting is clinically indicated. 
They can also be effective in controlling 
costs without impairing quality, as with 
the tiered copayment systems employed 
in many drug benefit plans. 

Economic incentives are worth explor-
ing as a means of influencing consumer 
choice among clinically appropriate pro-
viders. The state has more limited ability 
to employ consumer incentives with 
Medicaid enrollees, but should explore 
whether it is possible to use some financial 
incentives to encourage choice of lower-
cost providers where clinically appropri-
ate, without imposing undue burdens on 
enrollees. 

The Medicaid program already employs 
certain provider incentives, such as paying 
lower rates for hospital outpatient care 
that could be delivered in lower-cost set-
tings. The effectiveness of those incen-
tives has been limited, in part by a lack 
of sufficient low-cost providers. Neverthe-
less, the Finance Working Group believes 
that provider incentives should be part 
of any Medicaid rate reform plans. An 
appropriate complement to this strategy 
would be investment in the development 
of capacity among lower-cost commu-
nity-based providers such as physician 
offices and community health centers. 

6. Increased Monitoring. Many working group 
reports and Task Force discussions pointed 
to the need for more data about the health 
care system and more state monitoring 
of trends and conditions. The Finance 
Working Group recommended increasing 
the frequency of provider financial report-
ing and state analysis of those reports, 
and that policy is being pursued under 
recently enacted authority, as referenced 
above. Areas of particular stress and con-
cern, such as ED utilization, may require 
additional focused data collection and 
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study efforts to develop effective inter-
ventions. 

In addition to recently implemented 
data collection concerning ED utilization, 
the state should develop the capacity to 
design and implement targeted data col-
lection and studies in a short period of 
time to inform policy and intervention 
strategies.

Government planning, quality initia-
tives and economic incentives should be 
undertaken in collaboration with payers and 
providers. Even if each individual stake-
holder has a strong interest in protecting 
patient volume and market share, all stake-
holders have a stronger interest in control-
ling the rate of cost increases so as to preserve 
the system itself. Appropriate steering of care 
to lower-cost, clinically appropriate provid-
ers may be necessary to ensure that the 
system remains functional and affordable.

Access

The Access Working Group presented 
its report on access to health insurance to 
the Task Force in November 2000. Plans for 
a second report on access to care, particu-
larly as affected by the financial condition of 
hospitals and community providers in var-
ious geographic regions, unfortunately did 
not come to fruition. Instead, due to a com-
bination of factors including limitations of 
time and resources, unavailability of some 
Access Working Group members, and con-
siderable overlap between the discussions 
in the Access and Finance Working Groups, 
members of the two groups were merged in 
late 2000 and the resulting larger working 
group focused on finance issues. The report 
on access to care, independent of insurance 
status, but as influenced by financial condi-
tions, is a project the state should pursue 
as part of increased monitoring, agency 
coordination and planning recommended 
throughout this report.

At the time of its presentation to the 
Task Force, the Access Working Group was 
able to cite dramatic reductions in the 
number of uninsured residents in the Com-
monwealth between 1998 and 2000. Those 
reductions were due primarily to the expan-
sion of the MassHealth program, and to 
the strong economy and low unemploy-
ment rates prevalent at the time. Now, of 
course, the situation is dramatically differ-
ent. Unemployment is rising and Massachu-
setts can expect increases in the percentage 
of residents without insurance and increases 
in MassHealth enrollment.16

The Access Working Group noted that 
lack of insurance is not a total barrier to 
receiving care in Massachusetts, as there are 
many programs here that facilitate access to 
care for people who do not have insurance 
or the means to pay for their care. An out-
line of the programs the Commonwealth 
sponsors that pay for care is included in the 
Access Working Group report. Still, increas-
ing access to affordable health insurance is 
an important goal because insurance cover-
age facilitates access to care. A person’s lack 
of health insurance affects the likelihood 
that he or she will seek health care services. 
Lack of health insurance is also associated 
with reduced health status.

The Access Working Group recom-
mended an incremental approach to expand-
ing access to insurance and described a 
number of strategies that would further that 
approach.17 Among the strategies it recom-
mended for exploration, with financial anal-
ysis and additional information, were to:

1. Expand MassHealth, by income level or 
category.

2. Combine and streamline state programs, 
wherever possible, to reduce administra-
tive complexity and confusion.

3. Consider alternative insurance product 
design, such as high-deductible policies 
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with subsidies to help low-income enroll-
ees meet those deductibles.

4. Provide tax credits or subsidies to employ-
ers or employees, or both, for the pur-
chase of commercial insurance.

5. Consider mandates on employers to offer 
insurance or on individuals to obtain and 
maintain insurance.

6. Explore insurance regulation reform, such 
as revised rate banding requirements or 
changes to permissible product design, to 
facilitate the creation of more affordable 
insurance products.

7. Educate employers about the tax advan-
tages of paying for health care through 
medical savings accounts and flexible 
spending accounts.

8. Include “Indirect mandates” by the Com-
monwealth requiring all its contractors to 
provide health insurance to their employ-
ees (supported by appropriate levels of 
payment for services by the state).

9. Assess the impact the mandate would be 
likely to have on insurance premiums 
before enacting mandated benefits.

The Access Working Group suggested 
pursuing several strategies at the same time, 
because no single approach would succeed 
in making adequate and affordable insur-
ance available to all residents. In light of sub-
stantially changed circumstances, it should 
be acknowledged that MassHealth expan-
sion is unlikely. State revenues have fallen, 
Medicaid spending is increasing commen-
surate with health care cost increases, and 
MassHealth enrollment is likely to increase 
without eligibility expansions. However, reg-
ulatory changes by the state that could 
permit more affordable insurance products 
are still worth exploring. 

Some Task Force members were skep-
tical that increasing consumer financial 
responsibility for care would be wise, even 
if a plan that incorporated higher copay-
ments or deductibles could be purchased for 
a lower premium than would be charged 
for more comprehensive coverage. Others 
supported the idea of increasing consumer 
financial responsibility as an important strat-
egy in encouraging cost-conscious choice of 
provider. This strategy could, in the long-
term, be an important means of controlling 
aggregate system cost increases. 

At the time of the Access Working 
Group’s report, the Commonwealth had 
recently been awarded a state planning grant 
by the federal Health Resources and Services 
Administration for the purpose of devel-
oping a plan to make affordable compre-
hensive health insurance accessible for all 
Massachusetts residents. The Final Report 
prepared with that grant is expected in the 
fall of 2002.

Quality

The Quality Working Group
The Quality Working Group presented 

two reports to the Task Force and led 
thoughtful discussions about its findings 
with respect to quality of care in the Com-
monwealth and its suggestions for improv-
ing quality of care in the system. 

The Quality Working Group recom-
mended that the Commonwealth adopt Pro-
fessor Jon Chilingarian’s multi-dimensional 
definition of quality, which is patient-cen-
tered and identifies five underlying dimen-
sions: patient satisfaction, information and 
emotional support, amenities and conve-
nience, decision-making efficiency, and out-
comes.18 The Quality Working Group also 
noted that the Institute of Medicine’s def-
inition of quality appears to be the most 
widely accepted: “the degree to which health 
services for individuals and populations 
increase the likelihood of desired health out-
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comes and are consistent with current pro-
fessional knowledge.”

The following points are findings of 
the Quality Working Group:

• Though quality means different things to 
different stakeholders, the various dimen-
sions of quality are definable and can be 
measured to address various stakeholders’ 
interests.

• There is no automatic direct correlation 
between health care spending and qual-
ity, and the efficient allocation of avail-
able resources is more likely to have a 
positive impact on quality than increased 
spending alone. 

• Medical errors and less than best-prac-
tice quality contribute to the financial 
problems facing the state’s health care 
system, in addition to increasing unnec-
essary suffering.

• The usefulness of currently available qual-
ity information is questionable because 
provider-specific differences are buried 
in health plan averages and little infor-
mation is collected from the outpatient 
setting, where increasingly more care is 
provided.

• In general, consumers do not use objec-
tive quality information when making 
decisions about care and providers, rely-
ing instead on the assessments of family 
and friends. There is a need for better 
consumer education on quality, despite 
the lack of flexibility in provider choice 
some consumers have because of restric-
tions in their health benefit plans.

• Financial and staffing difficulties have 
prompted particular concern about qual-
ity of care in the nursing home industry, 
where monitoring of quality needs to be 
vigilant.

• Providing the highest quality of care to 
each patient and reducing the possibility 
of error is not always the primary focus of 
providers today. This is true for many rea-
sons, including the burden of administra-
tive requirements and financial incentives 
that work against a focus on patient 
safety.

• Despite exemplary voluntary quality 
improvement and medical error reduc-
tion efforts underway in the Common-
wealth (such as the Mass Health Quality 
Partnership and the Coalition for the 
Prevention of Medical Errors), culture, 
finance and practice inhibit the rate of 
adoption of evidence-based care guide-
lines, improvements in patient-oriented 
information technologies and a focus on 
ambulatory care settings where most care 
is now provided for people with chronic 
conditions—especially mental illness. 

The Quality Working Group offered 
several suggestions for state policy develop-
ment and interventions that would improve 
quality of care and patient safety in the 
Commonwealth:

Align state policies and practices to foster qual-
ity improvement and error reduction. 
The state should review regulations, con-
tracts and payment policies to ensure that 
they focus on patient-centered quality and 
quality improvement efforts. For example, 
the Commonwealth should consider pro-
viding incentive payments to providers who 
demonstrate improvements in patient-cen-
tered quality, and over time, should consider 
terminating relationships with providers 
who do not achieve appropriate levels of 
quality and error reduction.

Expand and improve data collection and 
reporting on quality and medical errors, espe-
cially in non-acute settings and at the pro-
vider-specific level. 
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The state should work with health plans, 
providers and groups working on medical 
error reduction, such as the Mass Health 
Quality Partnership and the Coalition for 
the Prevention of Medical Errors, to collect 
and disseminate provider-level profiles of 
quality of care and errors. These efforts 
should include the collection and reporting 
of information from outpatient and office 
settings. Reporting requirements should 
focus on the most important areas for 
improvement, so as to minimize the burden 
of additional reporting requirements.

Develop and implement evidence-based prac-
tice guidelines. 
Providers, payers and regulators should work 
together to develop evidence-based practice 
guidelines, and to identify and work to elim-
inate barriers and resistance to the imple-
mentation of those guidelines. As part of this 
effort, the Commonwealth should develop 
a method of tracking and reporting on the 
most commonly occurring medical condi-
tions, and should focus the development 
and dissemination of evidence-based best 
practices on these conditions.

Financial incentives should encourage patient-
centered quality improvement. 
The Commonwealth should target financial 
assistance to health care providers for proj-
ects that yield measurable improvements in 
patient-centered quality (e.g., computerized 
physician order entry systems). Payment 
systems in general should include incen-
tives such as bonus payments for providers 
that demonstrate measurable achievements 
in patient safety.

Consumer education. 
The Commonwealth should coordinate and 
expand its efforts in consumer education 
about quality of care. A comprehensive con-
sumer education initiative should incorpo-
rate the current periodic publications by 
the Group Insurance Commission and the 

Office of Consumer Affairs and Business 
Regulation. 

Guest Presentation: Professor Lucian Leape
In June 2001, Professor Lucian Leape 

of the Harvard School of Public Health pre-
sented to the Task Force some of the find-
ings of the Institute of Medicine (IOM) with 
respect to medical errors, and offered cer-
tain suggestions. The IOM concluded that 
the cause of medical errors is bad systems-
rather than bad people, that we need to rede-
sign our systems, and make patient safety a 
national priority. 

Professor Leape advised that the focus 
on systems is important because individuals 
will, invariably, make mistakes. Errors can be 
prevented by designing tasks and processes 
to minimize dependency on weak cogni-
tive functions such as short-term memory 
and attention. Lessons from “human factors 
research” offer the following principles for 
error reduction: avoid reliance on memory, 
simplify, standardize, use constraints and 
forcing functions, use protocols and check-
lists, and avoid fatigue. Current medical cul-
ture generally runs counter to many of these 
principles.

In addition, focusing on systems rather 
than individuals reduces the “blaming cul-
ture,” which is singularly ineffective at pre-
venting errors and injuries. That culture also 
can lead to dishonesty and cover-up, and it 
diverts attention away from systems prob-
lems and improvements.

Recommendations:

• Health care professionals should follow 
best practices, identify unsafe systems, 
and help change those systems; be honest 
with patients; and take responsibility for 
those individuals who are problematic.

• Hospitals and health care organization 
CEOs should take responsibility for 
patient safety, because safety is primarily 
a function of systems.
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• The culture in the health care system 
should change—best practices should be 
implemented, and systems should be 
changed, including general systems such 
as staffing plans that impose burden-
some hours and workloads, and specific 
systems such as computerized physician 
order entry systems.

• Safety should be part of any health 
care organization’s strategic plan; punish-
ment of individuals for errors should be 
avoided; safe medication practices should 
be implemented; and there should be a 
general hunt for hazards.

• Regulatory policy should focus on safe 
practices and move away from focusing 
on individuals, blaming and punishment; 
it should offer individuals protection 
against disclosure (provided that “prob-
lem” providers are addressed); it should 
require safety programs in health care 
organizations; and it should set specific 
standards (e.g., maximum hours for house 
staff, staffing ratios, etc.).

The Leapfrog Initiative
Although there was not a Task Force 

presentation focused specifically on the 
Leapfrog initiative, the Finance Working 
Group discussed the initiative several times 
and it is becoming an important force. The 
Leapfrog Group is an initiative sponsored 
by the Business Roundtable to increase 
the quality and therefore the cost-effective-
ness of health care. Its members identify 
hospitals that meet certain specific quality 
standards—hospitals that (a) employ spe-
cially-trained intensivists in their intensive 
care units, (b) perform more than a thresh-
old number of certain complex procedures 
each year, and (c) have implemented com-
puterized prescription order entry systems. 
Each of these criteria is clearly measurable 
and is associated with better outcomes. The 
Leapfrog goal is to improve quality of care 

and to reduce costs associated with errors or 
sub-optimal care by steering patients toward 
providers who meet the criteria associated 
with higher quality. The Commonwealth’s 
Group Insurance Commission has adopted 
the Leapfrog principles.

The Finance Working Group supports 
the effort to encourage adoption of sys-
tems that improve quality of care, but is 
concerned that the Leapfrog criteria are 
more likely to be met by more expensive 
and more financially robust teaching hos-
pitals than by community hospitals. The 
effect of focusing on these particular mea-
sures could be to drive even more care 
to teaching hospitals, even in cases where 
quality may not be better than at commu-
nity hospitals. The Finance Group suggests 
that the Leapfrog measures be supple-
mented with outcome information that 
will also show high-quality community 
hospitals as desirable providers for an array 
of inpatient services.

There is some tension between rec-
ommendations that stress the publication 
of provider-level quality and medical error 
information and those that stress confiden-
tiality for individual providers and a focus 
on systems improvement. The recently cre-
ated Betsy Lehman Center for Patient Safety 
and Medical Error Reduction will provide 
the Commonwealth with a forum for resolv-
ing those tensions and pursuing quality 
improvement initiatives in health care.

Administrative Simplification

The Administrative Simplification 
Working Group was created to develop strat-
egies and suggestions for reducing adminis-
trative cost and complexity in the health care 
system. It did not analyze costs to determine 
precisely what percentage of health care 
expenditures relate to unnecessary admin-
istrative costs. Instead, it started from the 
premise that regardless of the percentage of 
health care dollars associated with adminis-
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trative complexity, participants in the health 
care system should take steps to reduce it. 

The Administrative Simplification 
Working Group members agreed that 
“administrative simplification,” for the work-
ing group’s purposes, means reducing the 
degree of complexity and improving the 
degree of accuracy in the exchange of 
information among providers, insurers and 
employers. The group endorsed encourag-
ing electronic communications in exchange-
able formats among providers, payers and 
employers; and expanded broadly available 
Internet-based communications systems. 
The group discouraged imposition of state-
level standards for electronic communica-
tions and for compliance with the Health 
Insurance Portability and Accountability Act 
of 1996 (HIPAA). 

Each working group member was con-
strained by the legacy systems of his or 
her organization, the need to comply with 
HIPAA in the most cost-effective way based 
on those systems, and the need to devote 
scarce resources to HIPAA compliance in the 
first instance due to looming federal dead-
lines and penalties. They did agree in princi-
ple that such performance standards would 
be helpful and would allow them to focus 
on results rather than adoption of or invest-
ment in particular technologies. 

The Administrative Simplification 
Working Group focused on suggesting ways 
in which the state could help providers, 
payers and employers comply with federal 
standards imposed by HIPAA, and ways to 
help providers, payers, employers and public 
agencies use HIPAA compliance efforts to 
achieve broader administrative simplifica-
tion gains. 

Among the Administrative Simplifica-
tion Working Group’s observations and rec-
ommendations were the following:

• The Commonwealth should act as conve-
nor and facilitator rather than regulator 
with respect to health care administrative 

simplification. It should also set a good 
example by simplifying its own processes 
and pursuing efficient and timely HIPAA 
compliance.

• HIPAA compliance efforts should be tied 
to broader administrative simplification 
efforts.

• The Commonwealth should rely on and 
work in collaboration with the Massachu-
setts Health Data Consortium in coordi-
nating private sector HIPAA compliance 
and administrative simplification efforts.

• The Commonwealth should coordinate 
its HIPAA compliance efforts in a state-
wide strategy that serves as a framework 
for broader administrative simplification 
in the future.

• The Commonwealth should request 
health care system participants to submit 
information periodically showing their 
progress in support of HIPAA compliance 
and administrative simplification; a sug-
gested mechanism for this purpose is cre-
ation of a high-level review panel that 
would meet periodically to hear publicly 
from payers, providers and other system 
participants about their efforts, achieve-
ments, and challenges.

• Industry performance standards for 
administrative matters should be devel-
oped, and payers, providers and employ-
ers should report periodically on the 
extent to which they meet those stan-
dards. Examples of possible standards 
include instant adjudication of clean 
claims upon receipt by payers, availability 
of written explanations of benefits at the 
point of service, electronic funds transfer 
options for payment of claims and copay-
ment, and availability of statements of 
account through the Internet. The group 
did not adopt specific standards, rec-
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ommending instead that the Massachu-
setts Health Data Consortium lead the 
effort, with its collaborative operations 
and information officers’ forums, to agree 
on performance standards that can best 
leverage HIPAA compliance efforts already 
underway. 

• The Commonwealth should support, 
directly or by facilitating private fund-
ing, experimentation and creativity in the 
development of administrative simplifica-
tion approaches through demonstration 
projects (to develop and test new, low-cost 
technologies) and centers of excellence 
(to focus on sustained research and devel-
opment of technologic solutions that can 
be used by public and private payers, and 
providers, to achieve administrative sim-
plification advances).

• The Commonwealth should focus on 
developing technology that will help 
smaller providers and should encourage 
use of existing technology, including the 
Internet, among smaller providers.

An additional aspect of administrative 
simplification highlighted by some of the 
Task Force members is the observation that 
the state, through its various agencies and 
regulations, imposes unnecessary adminis-
trative complexity and paperwork burdens. 
The recommendation, obviously, is that 
the Commonwealth evaluate, coordinate 
and simplify the administrative burdens it 
imposes on health care sector participants.

Patient Flow Through the System: 
Emergency Department Overcrowding 
and Ambulance Diversion

In addition to exhibiting less than 
cost-efficient use of providers and high 
costs overall, our health care system 
appears to be functioning in ways that 
impede patient flow, as demonstrated 

by the widely-publicized phenomenon of 
ED overcrowding and ambulance diver-
sion. The problem raises questions about 
whether our system has the appropriate 
resources in the appropriate settings, and 
about whether resources are being utilized 
optimally.

The Finance Working Group met sev-
eral times with Dr. Howard Koh, Commis-
sioner of the Department of Public Health, 
and several members of Commissioner Koh’s 
Task Force on Ambulance Diversions to dis-
cuss the issues. In October, 2001, Commis-
sioner Koh and Dr. Michael McManus, who 
has drafted an Issue Brief on the topic for the 
Massachusetts Health Policy Forum,19 pre-
sented to the full Task Force on the issue. 
The problem is complex and its causes and 
possible solutions are not clear. Drs. Koh 
and McManus observed:

• Demand for ED services is increasing.

• Admissions per hospital and per bed are 
increasing.

• The number of hospital beds in Massa-
chusetts is lower than it has been for 
many years.

• Ambulance diversion correlates with total 
hospital occupancy more than with ED 
volume.

• Hospitals are forced by the pursuit of effi-
ciency toward very high census and con-
trollable patient flow.

• The ED is mandated to treat all arrivals 
and therefore cannot control its patient 
inflow. As a result, overall hospital capac-
ity limits show their effects first in the 
ED (i.e., when the hospital is “full” over-
all, the ED becomes overloaded because 
there is no “back door” through which 
to admit patients requiring inpatient 
services).
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Dr. Koh and Dr. McManus concluded 
that, in light of the fact that fewer EDs 
attached to fewer hospitals are facing 
increased demand for ED services, further 
reduction in hospital and ED capacity would 
carry the risk that access to ED services 
would be impaired. Dr. McManus advised 
that matching variable demand to falling 
capacity is the new health care challenge, 
and it will require innovative solutions.

Commissioner Koh’s Task Force, in col-
laboration with the Massachusetts Hospital 
Association, has already taken helpful steps 
such as developing “best practices” to help 
alleviate the problem. The Finance Working 
Group has supported Commissioner Koh’s 
recommendation that the state sponsor fur-
ther study of the issue to determine causes 
and support pilot programs to implement 

various additional strategies to determine 
effective ways to ease the problem.

Additional recommendations offered 
by Dr. McManus and Dr. Koh include the 
following:

• Determine the true nature of the chang-
ing demand for emergency services and 
encourage access to medically suitable 
alternatives.

• Develop and support operations man-
agement strategies for improving patient 
flow and relieving ED gridlock.

• Devise a method for ensuring, monitoring 
and adjusting overall hospital capacity.

• Address workforce shortages.

Endnotes for II: The Massachusetts Health Care System

9. The cost and efficiency problems of the system as a whole are different from those that pertain to particular providers. 
For example, several studies have shown that Massachusetts teaching hospitals, compared with similar teaching hospitals 
in other parts of the country, are not more costly or less efficient (after accounting for regional variation in input costs). 
The same has been shown with respect to community hospitals. See, e.g., The Lewin Group, An Analysis of Massachusetts 
Hospitals’ Efficiency and Costs, prepared for the Massachusetts Hospital Association, April, 2000. 

10. Research and education costs contribute to total aggregate costs in Massachusetts; these costs are generally paid for by 
sources other than patient care payments. When these costs are removed, however, Massachusetts health care delivery 
system costs remain higher than those in most other systems in the country.

11. The cost of living in the Boston metropolitan area was 33% higher than the national average of all metropolitan areas in 
2000; spending on health care was 31% higher. Source: ACCRA, “ACCRA Cost of Living Index,” Fourth Quarter 2000, in 
the US Census Bureau, Statistical Abstract of the United States: 2001.

12. Medicare explicitly adjusts for research and technology. Source: MedPAC, Report to the Congress: Medicare Payment Policy, 
March 2001.

13. Vacancy rates for many technician categories are also high according to the Massachusetts Hospital Association.

14. As discussed more fully in “Sector Financial Conditions and Related Challenges,” lower payments for hospital outpatient 
care are based in part on the theory that much of that care could be provided at lower cost in a physician office or 
community health center. Unfortunately, there may be areas of Massachusetts where those lower-cost settings are not 
readily available.

15. Chapter 141 of the Acts of 2000 requires the Department of Public Health to hold a public hearing when a hospital intends 
to close an essential health service or terminate operations. Although the law gives DPH no authority to prevent such 
closures, the hearing process has provoked discussions among policy and political leaders about intervention in each case. 

16.Source: Massachusetts Division of Health Care Finance and Policy, “Premium Increases Affect Health Insurance Coverage,” 
Analysis In Brief, November 2001.

17. More fundamental system reform is being considered by a separate group, the Advisory Committee on Consolidated 
Health Care Financing and Streamlined Health Care Delivery, created pursuant to Section 32 of Chapter 141 of the 
Acts of 2000.
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18. The Quality Group cites the author of this definition and approach: Jon Chilingerian, Chapter 8 “Evaluating Quality Outcomes 
Against Best Practice: A New Frontier,” The Quality Imperative—Measurement and Management of Quality in Healthcare, Imperial 
College Press, 1999.

19. Source: Massachusetts Health Policy Forum, “Emergency Department Overcrowding in Massachusetts: Making Room in Our 
Hospitals,” Issue Brief, June 2001.
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III: Sector Financial Conditions
and Related Challenges

Hospitals

At its first meeting in June 2000, the 
Task Force discussed the Finance Working 
Group’s report that the financial condition 

of Massachusetts’ hospitals, whose operat-
ing margins had been lower than national 
averages for many years, had deteriorated to 
among the worst in the country (see Figure 
10 below). At that time, the Finance Work-

 Medicare Medicaid Private Payer

US 1.02 0.97 1.12
Alabama 1.10 0.96 1.11
Alaska 0.81 0.83 1.43
Arizona 1.09 0.79 1.08
Arkansas 1.08 0.86 1.34
California 1.07 0.93 1.13
Colorado 1.05 0.95 1.13
Connecticut 0.98 0.70 1.07
Delaware 0.91 0.88 1.21
District of Columbia 1.03 1.09 1.14
Florida 1.04 0.83 1.22
Georgia 1.04 0.91 1.33
Hawaii 0.78 0.79 1.15
Idaho 0.96 0.91 1.31
Illinois 0.91 0.75 1.20
Indiana 0.91 0.98 1.29
Iowa 0.83 0.90 1.29
Kansas 0.92 0.65 1.30
Kentucky 1.00 0.85 1.26
Louisiana 1.03 0.89 1.67
Maine 0.81 0.94 1.39
Maryland 1.15 1.04 1.09
Massachusetts 0.99 0.75 0.96
Michigan 0.99 1.00 1.06
Minnesota 0.87 0.88 1.15
Mississippi 0.95 1.07 1.47

 Medicare Medicaid Private Payer

Missouri 0.95 0.86 1.11
Montana 0.88 0.85 1.33
Nebraska 0.86 0.97 1.30
Nevada 1.00 1.01 1.20
New Hampshire 0.92 0.74 1.23
New Jersey 0.93 0.90 1.14
New Mexico 1.09 1.11 1.14
New York 1.04 1.05 0.97
North Carolina 1.01 0.93 1.25
North Dakota 0.88 0.96 1.28
Ohio 0.95 0.94 1.13
Oklahoma 1.03 0.70 1.22
Oregon 0.98 0.93 1.10
Pennsylvania 1.02 0.77 1.01
Rhode Island 1.11 1.05 0.92
South Carolina 0.97 0.91 1.43
South Dakota 0.80 0.91 1.37
Tennessee 1.11 0.74 1.18
Texas 1.01 1.06 1.22
Utah 0.99 1.10 1.20
Vermont 0.80 0.87 1.22
Virginia 1.02 1.02 1.31
Washington 1.02 0.96 1.05
West Virginia 0.94 0.89 1.34
Wisconsin 0.89 0.78 1.25
Wyoming 0.90 0.87 1.43

Figure 10

Ratio of Hospital Payment-to-Cost by Payer and State (1999)

This is an analysis of the American Hospital Association Annual Survey data (1999) for community hospitals. Managed 
care revenue for Medicare and Medicaid are included in the private payer category. Medicare data were estimated 
using gains and losses as a percent of total hospital costs by payer and state for 1999 from the MedPAC report.
Note: Medicare data for 1999 were estimated by adjusting 1998 ratios using gains or losses as a percent of total hospital costs for 1999.

Source: MedPAC, Report to Congress: Medicare Payment Policy, March 2001
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ing Group believed there was reason to hope 
that the situation would improve without 
extraordinary state intervention, but recom-
mended that the state increase its moni-
toring of hospital financial conditions.20 By 
October 2000, the financial condition of 
hospitals had deteriorated further and nei-
ther significant federal relief on Medicare 
rates, nor improved private payments, had 
been forthcoming. 

The Finance Working Group recom-
mended that the state increase Medicaid 
rates and provide targeted assistance for 
particularly distressed hospitals. The state 
budget for FY01 included both kinds of assis-
tance. The state had commissioned a sepa-
rate independent study of the adequacy of 
Medicaid payments to hospitals. That study, 
undertaken by The Lewin Group, was pre-
sented to the Task Force in September 2001. 
The discussion of the Lewin Study and Med-
icaid hospital payment rates by the Finance 

Working Group is summarized below as part 
of Options for Intervention under the sub-
heading: “Increasing State Funding for Hos-
pitals” on page 32. 

As outlined above, since the Task Force’s 
original discussion of hospital financial con-
ditions, some hospitals have improved their 
financial condition, while others have seen 
little improvement or further deterioration 
(see Figure 11 below). For example, in FY01, 
the median community hospital operating 
margin was positive for the first time since 
FY97, although it had not reached a healthy 
level.

Causes of Continued Financial Difficulty
 

Revenue Shifts and Low Payment Rates
Some causes of continued hospital finan-
cial distress were outlined above under 
“systemic problems.” They include the com-
bined effect of Medicare payment cuts result-

Median Total and Operating Margins: Teaching versus 
Community Hospitals (FY96-FY01)

Figure 11
Median hospital margins have remained low for several years. Community hospital median margins have remained 
higher than teaching hospital medians, although an individual teaching hospital’s performance may far exceed that 
of most community hospitals.
Note: *FY01 based on Massachusetts Hospital Association’s data on 60 hospitals. Percent increase or decrease of MHA-surveyed hospitals from FY00 
to FY01 was applied to total hospital FY00 data.

Source: DHCFP-403 hospital cost reports
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ing from the BBA, increased volume in 
low-paying managed care lines of business, 
decreased volume in well-paying indemnity 
lines of business, and Medicaid payments 
below cost and falling, in relation to costs. 

Patient Volume Shifts
Another principal cause of continued finan-
cial distress among some hospitals is the 
effect of patient volume trends that show 
care shifting from lower-cost to higher-cost 
settings, particularly in areas where teach-
ing hospitals are geographically a reasonable 
alternative. Such a shift could cause prob-
lems both for the state and for the provid-
ers. Since Medicaid payments for many of 
the services used by Medicaid beneficiaries 
are related in some way to the cost of care in 
a particular site, the increased use of higher-
cost providers has generated higher overall 
Medicaid spending. For other services, Med-
icaid payments are based on average costs 

statewide, thus higher-cost providers, such as 
teaching hospitals, could be seeing increas-
ing number of Medicaid patients but experi-
encing an increase in the gap between their 
costs and Medicaid revenue.

 For some community hospitals, finan-
cial difficulty results from an inability to 
maintain a payer and patient mix that 
includes sufficient private payment and 
sufficient volume in well-paid courses of 
treatment to produce revenue that covers 
operating costs. The Finance Working Group 
examined Whidden Hospital as a case study 
in March 2001 and found significant patient 
volume declines across the board, but most 
significantly among younger patients and 
patients covered by private insurance (see 
Figure 12 above). The volume that remained 
was principally comprised of older patients 
with diagnoses not well-reimbursed by Medi-
care, high ED volume, and high bad debt. 
At the same time, teaching hospitals in 

Distribution of Discharges Originating in Chelsea, Everett and Revere

Figure 12
From 1990 to 1999, Whidden Hospital’s private pay discharges declined by 63%, Medicare discharges declined by 
13%, and Medicaid and other discharges declined by 10%. 
Note: Medicaid includes Medicaid, Medicaid Managed Care, Self-Pay, Free Care, Workers Compensation, and other government payers.

Source: Massachusetts Division of Health Care Finance and Policy hospital discharge data set. 
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Figure 13

Distribution by Payer and Hospital Type for Discharges 
Originating from the Northeast Study Region

The case study of the region northeast of Boston provides an example of utilization moving from community hospitals 
to teaching hospitals. From 1990 to 1999 patients from this region used their local community hospitals less frequently 
and used teaching hospitals more frequently. Some volume also moved to community hospitals outside the region. 
This trend was particularly evident among private patients. 
Note: The study region included the following towns: Chelsea, Everett, Lynn, Malden, Medford, Melrose, Nahant, Peabody, Reading, Revere, Saugus, 
Stoneham, Swampscott, Wakefield, Wilmington, Winthrop, and Woburn. Medicaid includes Medicaid, Medicaid Managed Care, Self-Pay, Free Care, 
Workers Compensation, and other government payers.

Source: Massachusetts Division of Health Care Finance and Policy merged discharge and case mix data set.

the region experienced increases in volume, 
including anincrease in Medicaid volume. 
As a consequence, Whidden’s financial dis-
tress was increased due to its loss of volume, 
while the teaching hospitals increased 
their Medicaid volume—reportedly a money 
losing line of business—which would there-
fore increase Medicaid losses at those teach-
ing hospitals. 

Other community hospitals in regions 
northeast and southeast of Boston, which 
the Finance Working Group also examined, 
also lost younger patients with private insur-
ance to Boston teaching hospitals, but to a 
lesser degree than Whidden (see Figure 13 
below and Figure 14 on page 31). In other 
parts of the state, community hospitals in 
close proximity to teaching hospitals expe-

rienced similar trends, sometimes for differ-
ent reasons.21

The shift of patient volume away 
from community hospitals may be due in 
part to the loss of close ties between phy-
sicians and community hospitals—perhaps 
because physicians that traditionally admit-
ted patients to community hospitals have 
retired without replacements, or because 
physicians have realigned their practices 
after having their assets purchased by teach-
ing hospitals, and/or because community 
hospitals have become less attractive to phy-
sicians and patients for other reasons. 

Most Finance Working Group mem-
bers believe that most of the current number 
of community hospitals should be sustained 
because they are important to maintaining 
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Percent Distribution by Payer and Hospital Type for Discharges 
Originating from the Southeast Region

Figure 14
From 1990 to 1999, at the hospitals located in the Southeast Boston study region, private pay discharges declined by 
51%, Medicare discharges declined by 2%, and Medicaid and other discharges declined by 52%.
Note: The Southeast Boston study region included parts of the city of Boston (Dorchester, Hyde Park, Jamaica Plain, Mattapan, Roslindale, Roxbury, 
South Boston, West Roxbury), as well as Braintree, Dedham, Hingham, Holbrook, Hull, Milton, Quincy, Randolph, and Weymouth. Hospitals located 
in this region include Carney, Faulkner, Milton and Quincy. Medicaid includes Medicaid, Medicaid Managed Care, Self-Pay, Free Care, Workers 
Compensation, and other government payers. 

Source: Massachusetts Division of Health Care Finance and Policy hospital discharge data set

local access to important services, includ-
ing emergency services, and because they 
offer a lower-cost alternative setting for 
many types of care to more expensive teach-
ing hospitals. The Finance Working Group 
therefore recommended that the state con-
duct focused studies of the causes of com-
munity hospital distress and appropriate 
interventions.

Cost Increases
Hospitals have experienced very rapid 
increases in costs that are not recognized 
rapidly enough by most public, as well as 
private, payment systems (see Figure 15 
on page 32). In particular, labor costs and 
supply costs have risen rapidly in recent 
years, but the inflation adjustment factors 

used by Medicaid and Medicare are at best 
a year or more behind these growth trends. 
The Medicaid inflation adjustment is dis-
cussed in more detail below. Rapid changes 
in the use of expensive technologies also 
pose problems for most formula-based pay-
ment systems. This problem is experienced 
by hospitals nationwide.

Options for Intervention
Options for state intervention to allevi-

ate hospital financial distress include increas-
ing state funding for hospitals, forcing 
increases in private payments through rate 
regulation, increasing oversight of and tech-
nical assistance to needed hospitals, and 
more detailed monitoring and identification 
of best practices. 
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Increasing State Funding for Hospitals
The Finance Working Group supports 
increasing state funding for hospitals. It also 
recognizes that to do so thoughtfully, state 
leaders will need to address several complex 
questions about the state’s role in financing 
private health care providers and the private 
health care system, and in providing access 
to necessary services for low-income people. 
Clearly the state has maintained and even 
expanded its role in paying for services for 
low-income residents through the Medicaid 
program. 

A number of years ago, the state 
decreased its role in regulating the health 
care system as a whole, and has instead 
relied on market forces to shape the devel-
opment of the health care delivery system. 
Those forces have reduced excess capacity, 
but there is now concern that we may be 
on the verge of reducing the availability of 
some services to unacceptable levels and of 
taking out too many lower-cost providers 

which could increase aggregate costs and 
lead to access problems. Should the state 
play a greater role to ensure system stabil-
ity, and if so, how? In particular, should the 
state provide additional funding for hospi-
tals? Questions such as these were posed but 
not answered by the working groups.

Assuming that additional state fund-
ing would be available, there are several 
mechanisms by which additional funding 
for hospitals could be provided. In addition 
to increasing Medicaid rates for all hos-
pitals, available mechanisms include relief 
through the Uncompensated Care Pool and 
targeted funding for needed distressed pro-
viders. Each mechanism would distribute 
funds in a different way and would benefit 
different hospitals. 

The most appropriate allocation of 
additional state dollars depends on the rel-
ative importance of several policy goals. 
The Finance Working Group suggests that 
the following goals should guide decisions 

Massachusetts Acute Hospital Net Patient Service Revenue 
versus Patient Care Costs (FY94-FY01)

Figure 15
Hospitals’ patient care costs have increased very rapidly in the last several years. Patient care revenues have also 
increased significantly, but have not kept up with hospital costs.
Note: FY01 data are projected based on the Massachusetts Hospital Association’s survey of 60 hospitals FY01 data.

Source: DHCFP-403 hospital cost reports
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about where the state should concentrate 
increased funding:

• Fair Payment: Medicaid payment for a 
particular service should cover a reason-
able percentage of the necessary cost of 
efficiently delivering that service.

• Medicaid Access Preservation: The state’s 
Medicaid policy should work to ensure 
reasonable access to services for and by 
Medicaid enrollees. 

• System Stability: The state should work 
to preserve and stabilize the health care 
delivery system in this time of financial 
difficulty. This goal does not mean pre-
serving all existing hospitals and their 
service mixes, but instead means pre-
serving a system that includes the hospi-
tals and services necessary to protect the 
health of all Massachusetts residents. In 
light of the high number of hospital clo-
sures in recent years and current problems 
with ED overcrowding and ambulance 
diversion, the state should carefully assess 
the impact on access and system costs 
of the loss of any additional community 
hospitals.

There is considerable overlap between 
the Medicaid goals—fair payment and 
access preservation—and the broader state 
policy goal of system stability. This is espe-
cially true in light of the expansion of 
Medicaid eligibility that has led to Med-
icaid coverage of approximately 15% of 
the state’s population. But there is unlikely 
to be uniformity in all three goals. For 
example, the state may have an interest in 
preserving certain lower-cost community 
hospitals for general public protection and 
public health reasons, even if they do not 
serve a substantial number of Medicaid and 
uninsured residents. 

In addition, raising Medicaid rates may 
not alleviate the financial condition of dis-

tressed hospitals (see Figure 16 on page 34). 
Therefore, Medicaid rates are probably not 
the most efficient mechanism to use to fur-
ther the goal of system stability—though the 
Finance Working Group has recommended 
that rates need to be increased to further the 
goal of fair payment. 

The Finance Working Group recom-
mended that, in the short term, the state 
should balance additional state funding 
among Medicaid rate increases and targeted 
assistance to further the access and system 
stability goals. In the longer term, fair pay-
ment from all payers is needed to maintain 
access and system stability; thus, the need 
for other forms of government relief would 
decrease. 

Fair payment, however, does not mean 
that the government must pay all costs 
incurred by providers. The Finance Working 
Group supports the idea that the Medicaid 
formula pay for only those costs generated 
by efficient providers. The notion of fair 
payment to all providers is consistent with 
the view of most Finance Working Group 
members that Medicaid is not a grant pro-
gram and that payment for services, in gen-
eral, should support the services of efficient 
providers. 

A useful approach would be to develop 
a multi-year plan that includes some yearly 
across-the-board Medicaid rate increases to 
make up for recent declines in the state’s 
Medicaid payment-to-cost ratio, combined 
with limited extra Medicaid payments for 
other factors, and targeted distress relief 
funding emphasizing system stability and 
access preservation. Temporary relief from 
Uncompensated Care Pool assessment obli-
gations is a mechanism to spread some 
amount of relief to all hospitals in this time 
of continued financial difficulty. An advan-
tage of this multi-pronged approach is that 
it allows for immediate state intervention 
while also allowing additional time for fur-
ther analysis of appropriate Medicaid pay-
ment policy and program changes.
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Figure 16

Distribution of Hospital Patient Care Profit/Loss and Impact of an Across-
the-Board 10% Increase in Medicaid Payments, by Hospital Quartiles (FY00)

This analysis indicates that an across-the-board Medicaid increase would help financially stable hospitals more than 
distressed hospitals, and would not substantially ease financial distress for the worst off hospitals. For this analysis, 
hospitals were ranked by their percent margin on their patient care business and divided into four equal size groups, 
or quartiles. The light bars represent the total patient care profits or losses for each group of hospitals. The dark bars 
represent the additional amount Medicaid would pay to that group of hospitals if it implemented a 10% increase 
in payment rates across the board. 
Notes: Medicaid increases were estimated by multiplying .10 by Medicaid net patient service revenues reported on DHCFP-403 hospital cost reports.
Boston Medical Center and Cambridge Health Alliance were excluded from this analysis because their Medicaid payments are structured very 
differently from other hospitals’ as a result of their disproportionate share status and their Medicaid managed care programs.
Falmouth Hospital was excluded from this analysis because of data issues.

Source: DHCFP-403 hospital cost reports
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Medicaid Hospital Payments 
The Finance Working Group and the Task 
Force spent considerable time evaluating the 
Lewin Report on Medicaid hospital payment 
rates and the responses of the Division of 
Medical Assistance. A number of questions 
were raised in those evaluations that require 
further analysis and study. Nevertheless, the 
central finding of the Lewin Report—that 
Medicaid payments to hospitals are too low 
in relation to cost, given all other conditions 
in the system—rings true to most Finance 
Working Group members. Thus the group 
recommends that the state provide some 
immediate increase in Medicaid rates to hos-
pitals. Particularly troubling to the Finance 

Working Group is the use of an annual 
update or “inflation” factor that has been 
below actual inflation, resulting in a grow-
ing gap between payments and costs since 
1997—precisely the period in which hos-
pitals experienced Medicare payment cuts, 
decreasing private payment revenue, and 
increasing Medicaid enrollment (see Figure 
17 on page 35). The annual update factor is 
discussed more fully below. 

Despite the important contributions 
made by the Lewin Study, questions 
remained that prevented the Finance Work-
ing Group from making more specific rec-
ommendations with respect to changes in 
the Medicaid payment formula. Instead, 

(Millions)
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it recommended further study of hospital 
costs, cost allocation methods, and the share 
of costs of efficient hospitals that should be 
covered by Medicaid. The Finance Working 
Group also believes it would be necessary 
to analyze the effects the various changes 
would have, on a hospital-by-hospital basis.

Further study of “efficiency” and its 
relationship to costs and payments is war-
ranted. The Medicaid program is legally 
mandated “to ensure that rates of payment 
to providers do not exceed such rates as are 
necessary to meet only those costs which 
must be incurred by efficiently and eco-
nomically operated providers in order to 
provide services of adequate quality.” (This 
language appears in the annual state budget 
appropriation for the Division of Medical 
Assistance.) To comply with this mandate, 
Medicaid program officials must understand 
whether, and if so, why, the payment-to-

cost ratio under Lewin’s analysis may be 
high at hospitals deemed inefficient, or low 
at hospitals deemed efficient. Either result 
would prompt concern. In addition, Medic-
aid officials should consider what the rela-
tionship should be between efficiency and 
the Medicaid payment-to-cost ratio (e.g., 
should Medicaid cover a higher percentage 
of costs of efficient providers).

In addition, further study of hospital 
costs and the state’s cost reporting system is 
recommended. The Lewin Report acknowl-
edged that current cost reporting and cost 
allocation methodologies make it difficult 
to ascertain “Medicaid costs.” The Lewin 
Group utilized a prevalent method of allo-
cating costs across payers based on charges. 
With this calculation, it concluded that 
Medicaid paid hospitals 71% of their costs 
incurred in caring for Medicaid patients in 
FY00. The ratio for inpatient care (81%) 

Acute Hospital Payment-to-Cost Ratios for Three Major Payer Types

Figure 17
Private payment levels to acute care hospitals declined throughout the 1990s, relative to costs. Payment levels from all 
three major payers have declined in the last several years. 
Sources: Data for 1992-1998 are from The Lewin Group, Inc., Analysis of the Reimbursement Rates for Acute Hospitals, Non-Acute Hospitals, and Community 
Health Centers, June 25, 2001, p.35. All data for 1999 and Medicaid data for 1998 are from MedPAC, Report to Congress: Medicare Payment Policy, 
March 2001.
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is much larger than that for outpatient 
care (58%), according to the Lewin Study.22 
Although questions remain about whether 
the cost allocation method Lewin used is 
most appropriate for determining “Medic-
aid cost” in light of case mix variations, 
the Finance Working Group finds these low 
rates to be very troubling. 

Thus, the Finance Working Group 
believes that Medicaid rates should be 
increased and the state’s payment-to-cost 
ratio should be improved to levels closer 
to what is paid in other comparable states. 
The Finance Working Group is not suggest-
ing, however, that Medicaid pay even close 
to what hospitals estimate are their average 
costs of care. Hospitals and others have 
argued that each payer—Medicare, Medic-
aid, and every private payer—should pay its 
full “share” of hospital costs. But cost per 
case varies among hospitals considerably, 
and the cost-based reimbursement system 
their argument implies, was abandoned in 
all states except one. 

Hospitals build their cost structures 
according to what they believe the popula-
tion in general will need and want, and in 
an effort to attract privately insured patients. 
They also incur costs related to business 
plans that may not yield expected positive 
results (e.g., the purchase of physician prac-
tice assets, or discounted fees for managed 
care payers). Payers in the aggregate are then 
expected to provide whatever revenue is 
necessary to support those costs. Adopting 
a cost-based payment system, even if only 
for Medicaid, carries the risk of exacerbating 
health care cost inflation, which would be 
problematic for all stakeholders.

Medicaid payment for outpatient ser-
vices raises a distinct set of problems and 
questions. Lewin demonstrated that Medic-
aid payments for these services are far below 
costs. In part, the Medicaid outpatient pay-
ment system is designed to encourage the 
provision of these services in lower-cost set-
tings such as doctors’ offices and health 

centers. This strategy is consistent with the 
legislative mandate to pay no more for ser-
vices than the necessary costs incurred by 
an efficiently operated provider. If a lower-
cost provider could provide the service with 
quality and clinically appropriate care, it is at 
least questionable whether Medicaid should 
be required to pay hospitals a greater amount 
simply because their costs are greater for the 
same service. 

At the same time, however, this low 
payment rate has not been successful in 
redirecting patients to lower-cost sites. Quite 
the opposite—more outpatient care is pro-
vided in teaching hospitals in Massachu-
setts than in almost all other states. Why? 
In some areas, lower-cost settings are not 
available. In others, hospitals appear to 
have taken steps that may have steered 
patients away from other providers (for 
example, by purchasing community-based 
physician practices and/or employing com-
munity physicians directly). Ultimately, the 
responsibility for directing Medicaid patients 
to more cost-effective settings rests with the 
program and it should continue to aggres-
sively pursue this agenda. 

Options to address the outpatient prob-
lems include increasing payments for those 
services that must be provided in hospital 
outpatient departments from a clinical per-
spective, and advising hospitals expressly 
that payment for other services will be based 
on the costs that an efficient provider of 
a lower-cost provider type would necessar-
ily incur. In addition, care can be steered 
to lower-cost settings through case manage-
ment or program rules. For these approaches 
to be successful, Medicaid payments for 
lower-cost providers should be adequate to 
support those providers.

For all services, Medicaid program offi-
cials must establish a payment formula that 
works, in general application and over time, 
to establish a “fair payment” level, as defined 
on page 33. The definition of “fair payment” 
will depend in part on the determination 
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of necessary costs and efficiency, and also 
on the role of Medicaid within the larger 
system. For example, it may be acceptable 
for the Medicaid program to pay less than 
the full cost of care provided to Medicaid 
enrollees as long as Medicaid payments are 
above the added costs (marginal costs) of 
providing services to Medicaid enrollees. 
Such a strategy would require providers to 
receive higher payments from other sources, 
if their average costs are above these mar-
ginal costs. In the recent past, hospitals were 
willing to offer their services to other payers 
(certain private payers) at discounts from 
their average costs, resulting in significant 
losses for most institutions. The Finance 
Working Group expects that over time, this 
policy will be reversed. 

With respect to both inpatient and out-
patient services, the Finance Working Group 
believes that the Medicaid formula should 
include an update factor that appropriately 
reflects unavoidable increases in the neces-
sary costs incurred by hospitals. The for-

mula should also include a component that 
maintains an incentive for efficiency and 
good management. The current Medicaid 
cost adjustment factor recognizes general 
health care inflation using the federal market 
basket estimates, but limits recognition of 
labor cost increases to the optimistic projec-
tion of the anticipated increase in the con-
sumer price index (see Figure 18 below). 

This has produced an annual increase 
in the Medicaid payment that has fallen fur-
ther and further behind the costs incurred 
by Massachusetts hospitals. The Finance 
Working Group is troubled by this and by 
the fact that the hospital payment-to-cost 
ratio for Massachusetts Medicaid is among 
the lowest in the country. Therefore, the 
Finance Working Group recommends that 
the cost adjustment factor be re-examined 
and adjusted to be more consistent with 
actual inflation, and with the principles dis-
cussed below.

Ideally, an update factor formula would 
identify the actual unavoidable increases in 

Calculation of Medicaid Cost Adjustment Factor
for Acute Hospital Operating Expenses

Figure 18
Note: While non-labor prices increased an average of .53%, some indices increased by more than 2%. Others increased at a lower rate, and 
some decreased.

Source: Massachusetts Division of Health Care Finance and Policy

Cost Index Category Percent Change in Weighted 
Category Used Weight Average Price Level Percent Change
    
Labor Massachusetts Consumer Price Index, 
 Lowest Likely Forecast 71.06 1.40% 1.00%
    
Non-Labor 16 separate indices tracking items such as 
 rubber/plastic products, prescription drugs, 
 industrial chemicals, processed foods, etc. 28.93 0.53% 0.15%
    
Sum of Components (FY02 Update Factor)   1.15%
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costs necessarily incurred by efficient pro-
viders and would compensate hospitals for 
those increases. It would also separately 
identify those elements of overall hospital 
cost increases that could be lowered through 
management, and would discount those 
increases by some efficiency standard. 
Unfortunately, there is disagreement about 
whether such a separation of unavoidable 
and manageable elements of inflation is 
possible. 

One approach would be to attempt, 
through data collection and analysis, to 
separately identify the two types of cost 
increases and to recognize them in two 
different types of cost adjustment factors. 
Another approach would be to recognize 
the different character of cost increases 
through multiple components in a for-
mula. For example, the Medicare update 
factor includes an inflation factor intended 

to reflect the amount inpatient costs are 
anticipated to rise overall, a productivity 
factor intended to reflect hospitals’ ability to 
decrease costs by increasing efficiency, and 
a separate component to account for scien-
tific and technological advancements (see 
Figure 19 below and Figure 20 on page 39). 

A third approach would be to derive an 
estimate of actual cost increases and apply 
a hospital-specific adjustment based on how 
efficient the hospital is compared with peer 
institutions in the state. In other words, 
those hospitals judged to be efficient would 
receive an adjustment equal to actual infla-
tion, while less efficient hospitals would 
receive a smaller increase. That approach 
would require a good measurement of effi-
ciency at the outset. The Finance Working 
Group recommends that the Medicaid pro-
gram consider these approaches and change 
its annual inflation adjustment factor to 

Figure 19

Medicare Inpatient Hospital Update Factor Recommended by MedPAC
(Combining Operating and Capital Payments, FY02)

MedPAC uses the methodology summarized in this table to develop its recommended update factor for Medicare 
inpatient hospital payment rates (operating cost component). MedPAC recommends the update factor to Congress; 
Congress may approve the recommended update factor or adjust it.
Note: MB is the combined market basket.

Source: MedPAC, Report to the Congress: Medicare Payment Policy, March 2001, p. 73

Component Percent

Factors affecting the current level of payments: 
 Correction for FY00 market basket forecast error 0.7
 Unbundling of the payment unit –2.0 to –1.0
 Coding changes across service categories 0
 Complexity changes within service categories 0
 Medicare policy changes affecting financial status 0
 
Factors expected to affect provider costs next year: 
 Forecast of input price inflation 2.8
 Scientific and technological advances net of productivity growth and one-time factors 0 to 0.5
 
Sum of Components 1.5 to 3.0
  (MB – 1.3 to MB + 0.2)
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appropriately account for inflationary pres-
sures not in the control of hospitals.

Uncompensated Care Pool Reform 
The Uncompensated Care Pool is a second 
mechanism through which additional finan-
cial relief may be provided to hospitals. The 
Finance Working Group has recommended 
that a detailed evaluation of the Pool’s 
funding and payment systems be under-
taken, with attention to the effect that vari-
ous changes would have on each hospital. 
The state budget for FY02 includes a provi-
sion establishing a special commission on 
uncompensated care.

Distressed Hospital Funding
In the short term, grants to prevent the 
closure of certain distressed hospitals or 
the termination of needed services may be 
required. The state budget for FY02 includes 
such funding. Over the long term, systemic 

changes may alleviate the need for such tar-
geted state funding. Some people argue that 
special relief for distressed hospitals and 
other providers counteracts the intended 
effects of market forces. However, those 
forces could lead to the loss of services nec-
essary to address the health care needs of 
the public. Such assistance can also prevent 
the loss of lower-cost providers that may, 
over the near term, regain market share 
as payment for services and distribution of 
care adjusts over the next several years. 

Some Finance Working Group mem-
bers have suggested that the state should 
first identify which hospitals are needed and 
should then direct assistance to those hos-
pitals, rather than creating a program for 
which all hospitals may apply (which some 
would say could lead to politically influ-
enced decisions about which hospitals to 
assist). An alternative would be to make 
adjustments to reimbursement systems that 

Comparison of Price Indices and Update Factors

Figure 20
The Massachusetts Medicaid hospital cost adjustment factor declined slowly over the last seven years. During this 
same period, the HCFA hospital market basket (a measure of hospital input prices) declined slightly and then increased 
sharply, as did the New England region Consumer Price Index. The Medicare hospital update factor tracked but 
remained below the hospital market basket, except for a dip to zero in FY98.
Note: The Medicare and Medicaid update factors shown here are for operating costs only.

Sources: Massachusetts Medicaid Cost Adjustment Factor from the Division of Medical Assistance, Medicare Update Factor and HCFA PPS Hospital 
Market Basket from  MedPAC Report to Congress: Medicare Payment Policy, March 2002, and CPI- New England from Standard & Poor’s DRI, Health 
Care Cost Review
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would give lower-cost community hospitals 
access to additional payments similar to 
those currently benefiting teaching hospi-
tals (graduate medical education payments) 
and safety net hospitals (disproportionate 
share payments).

In summary, the Finance Working 
Group recommends that Medicaid payments 
to hospitals should be increased as part 
of an overall relief plan. This relief plan 
should also include some extra funding for 
distressed hospitals that are judged to be 
important to maintaining adequate access 
to care for Medicaid enrollees and for other 
state population groups. The Lewin Study 
recommendations should be evaluated and 
the Finance Working Group’s questions pur-
sued as more lasting changes to the Medicaid 
program and payment formulas, including 
the cost adjustment factor, are considered. 

All-Payer Rate Regulation
Another option for intervention to stabilize 
hospitals is to pursue rate regulation as a 
means of guaranteeing adequate payment 
from private payers as well as Medicare 
and Medicaid. This system has the potential 
of guaranteeing survival of most distressed 
hospitals, at least in the short term. Longer 
term, however, it could artificially prolong 
the existence of hospitals that might not 
be needed for access purposes, and it could 
contribute to system cost increases. Also, it 
would require enhanced cost reporting and 
analysis and increased health planning. For 
example, the state would have to determine 
the appropriate method for counting beds 
(licensed beds versus staffed beds, for exam-
ple) and the appropriate number of beds to 
maintain through a rate-regulated system. 

These questions are difficult to answer, 
but some members of the Finance Working 
Group believe that the state should move 
in this direction. A significant obstacle to 
this approach is the fact that the federal 
government is unlikely to agree to allow 
Medicare to be subject to a new state all-

payer system. Without Medicare partici-
pation, effective rate regulation would be 
much more difficult to implement. 

Increased Oversight, Monitoring and Technical 
Assistance 
The Finance Working Group has recom-
mended that the state increase financial 
reporting by health care providers and that 
the state increase its analysis and monitor-
ing of the system. There is disagreement 
about whether the results of those analyses 
should be published or should be kept confi-
dential by state officials. Some people argue 
that reporting individual hospitals’ results 
could precipitate the demise of a hospital 
found to be in financial peril. Others point 
out that financial difficulty is generally not 
secret for long, and that increased transpar-
ency of information, similar to that required 
of publicly-traded companies, will lead to 
better management and, where appropriate, 
earlier public intervention. 

In addition, the state could identify 
best practices in hospital management and 
could assist hospitals in implementing them. 
A provision in the current state budget 
directs the Division of Health Care Finance 
and Policy to publish an annual report iden-
tifying hospitals it believes to be in particu-
lar distress. The state’s experience with this 
new requirement will inform further policy 
development in this area. 

Intervention to Alleviate Patient Volume Shifts
As outlined above under “system problems,” 
the state could intervene to help alleviate 
shifts in patient volume toward higher-cost 
providers. Particularly with respect to Med-
icaid enrollees, alleviating this shift could 
have positive effects on the financial con-
dition of both the higher-cost and lower-
cost providers, because Medicaid payments 
are largely based on average provider costs. 
Of course, care could only be shifted when 
clinically appropriate and high-quality care 
is available in lower-cost settings. 
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An argument against this type of inter-
vention is the notion that markets in which 
hospitals compete for patients are expected 
to produce winners and losers, and the 
“chips” should fall as they may. In addition, 
efforts to shift patient volume run counter 
to the principle that patients should be 
able to choose their providers. One way to 
pursue this option without directly restrict-
ing patient choice would be to forge a part-
nership between hospitals and the Medicaid 
program focused on encouraging clients to 
choose lower-cost, clinically appropriate set-
tings and providers.

Nursing Homes 

Financial conditions in the nursing 
home sector are serious. Even though there 
is reason to hope that conditions are begin-

ning to improve for some facilities, condi-
tions overall remain financially weak (see 
Figure 21 below and Figures 22 and 23 on 
page 42). Nursing homes have continued to 
close and more are at risk of closure (see 
Figures 24 and 25 on page 43). Although 
access to nursing home care appears to be 
adequate in most areas, occupancy rates in 
some regions are as high as 97%, and further 
closures in those areas could lead to access 
problems. Industry representatives predict 
that if closure trends continue, there will be 
no more available beds by January 1, 2003. 

Facilities in financial trouble may have 
even more difficulty than others in attracting 
and retaining staff, leading to the potential 
for problems in quality of care. Complaints 
about nursing care in nursing homes have 
been on the increase and are a cause for con-
cern (see Figure 26 on page 44).

Bankruptcy Status of Massachusetts Nursing Home Beds 
by Type of Ownership (2000 versus 2001)

Figure 21
The proportion of Massachusetts nursing facilities in bankruptcy decreased from 25% in 2000 to 13% in 2001. 
During this period, two large chains, Genesis Health Ventures and Kindred Healthcare (formerly Vencor), emerged 
from bankruptcy. Others have sold or closed some facilities based in Massachusetts. A few local facilities recently 
declared bankruptcy.
Source: Top 50 chains from Modern Healthcare, 2000. Ownership and bankruptcy status from the DHCFP-1 nursing facility cost report, Massachusetts 
Extended Care Federation, and the Massachusetts Department of Public Health.
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Median Total Margin for Nursing Facilities Owned by Bankrupt Entities 
versus Facilities Owned by Solvent Entities

Figure 22
Facilities owned by parent corporations that were in bankruptcy on June 20, 2001 had lower median margins from 
1995 through 2000 than facilities with currently solvent owners. The steep decline in 1999 was primarily the result of 
extremely low margins that year at facilities owned by Sunbridge Healthcare Corporation.
Source: DHCFP-1 nursing facility cost reports

Median Total Profit Margins for Massachusetts Nursing Facilities 
(1992-2000)

Figure 23
Margins for the top 75% of nursing facilities have remained relatively stable for several years, increasing slightly in 
2000. The median margin in 2000 was slightly below break-even. The top 25% of facilities had strong positive margins 
from 1992-2000. The lowest 25% of facilities had increasingly negative margins from 1992 through 2000, improving 
somewhat in 2000. The steep decline in margins of the lowest quartile in 1999 is due almost entirely to extremely low 
margins at facilities owned by one bankrupt chain (Sunbridge Healthcare Corporation); if those facilities are removed, 
there is little change in median margin for the lowest quartile from 1998 through 2000. 
Note: This analysis reports medians, rather than means, which are a better measure of an average facility when the data are very skewed. There are a 
small number of facilities with very high costs or revenues that would inflate a mean, but not a median.

Source: DHCFP-1 nursing facility cost reports
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Nursing Facility Bed Closures and Additions (1998-2001)

Figure 25
A small number of new beds have become available, even as beds are closed elsewhere.
Note: The reported bed closures are not necessarily permanent. Some closures may result from facility replacement, relocation or renovation.

Source: Massachusetts Department of Public Health

Number of Nursing Facility Beds Closed Since January 1998

Figure 24
An increasing number of nursing facility beds have closed in recent years, peaking in early 2000.
Source: Massachusetts Department of Public Health
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Several factors contribute substantially 
to financial distress for nursing homes:

• Nationally and in Massachusetts, many 
nursing homes were purchased in the 
1990s by national or regional chains that 
borrowed heavily to finance their acqui-
sitions. This left those nursing homes 
with increased debt service and revenue 
requirements.

• The BBA significantly reduced Medicare 
payments to nursing facilities. Despite 
federal “give-back” legislation, Medicare 
revenue remains substantially below pre-
BBA projections (see Figure 27 on page 
45).

• On average, Massachusetts nursing homes 
rely on Medicaid to pay for a higher 
percentage of their residents than is aver-
age for the industry nationally. Medicaid 
rates are not designed to yield a cushion 
to subsidize significant changes in con-

ditions and may be lower than the cost 
a given facility incurs in providing care. 
With relatively few privately paying resi-
dents, Massachusetts nursing homes have 
little access to non-Medicaid funding.

• Many nursing homes, like other provid-
ers, report extreme difficulty in attracting 
and retaining qualified direct care staff.

• The nursing home industry added almost 
8000 beds from 1992 to 1997, anticipat-
ing increased demand from the increased 
number of elderly residents in the state. 
Demand did not increase as much as 
expected, resulting in lower industry 
occupancy rates. The increase in assisted 
living may have reduced demand for 
nursing home beds (see Figures 28, 29, 30 
and 31 on pages 46 and 47). 

Other factors affecting particular nurs-
ing homes, exacerbate what are generally 
bad conditions in the industry. High nurs-

Number of Consumer Complaints About Nursing Service Quality of Care 
(in Six Month Intervals)

Figure 26
The number of complaints to the Department of Public Health regarding the quality of nursing services at nursing 
facilities increased dramatically in the last several years.
Source: Massachusetts Department of Public Health
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Figure 27
From 1995 to 1999, the share of patients paid for by each of the major payers did not change significantly, however, 
Medicare’s share of total patient revenue dropped from 21% to only 16% as a result of the reduction in Medicare 
payments to nursing facilities by the Balanced Budget Act of 1997.
Source: DHCFP-1 nursing facility cost reports
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ing expense per day is the strongest pre-
dictor of low total profit margins. Other 
significant predictive factors include high 
percentages of Medicaid-covered residents, 
low occupancy, a Medicaid rate constrained 
from increasing by the total payment adjust-

ment, high administrative expense per day, 
and low patient acuity levels.23 

The Finance Working Group is con-
cerned that quality of care may deteriorate 
due to financial pressures and difficulty in 
attracting and retaining staff, and that access 
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Average Daily Census Across Massachusetts Nursing Facilities 
and Total Number of Beds (Industry Totals)

Figure 28
The number of nursing facility beds in Massachusetts increased from 1992 through 1997, with slightly lower levels in 
1998 and 1999. The average daily census increased somewhat, but did not keep up with the increased supply of beds; 
it then declined slightly faster than supply in 1998 and 1999.
Note: Beds do not include transitional care units (TCUs).

Source: DHCFP-1 nursing facility cost reports 

Massachusetts Population Over Age 85
(1990-2000)

Figure 29
The vast majority of nursing facility patients are over age 85. While the Massachusetts population over age 85 grew 
28% during the 1990s, nursing facility patient days increased at a slower rate from 1992 to 1997, and then declined 
from 1997 to 1999.
Source: US Census data from Massachusetts Institute for Social and Economic Research (MISER)
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Massachusetts Certified Assisted Living Units
(Approved 1996-2000)

Figure 31
The first assisted living facilities in Massachusetts were approved to open in 1996 and the industry has grown rapidly 
since then. Units may be single or double occupancy. All units might not be occupied at any given time.
Source: Massachusetts Executive Office of Elder Affairs

Industry Occupancy Rates for Massachusetts Nursing Facilities
(1992-2000)

Figure 30
The statewide occupancy rate in Massachusetts nursing facilities declined from 1992 through 1999, but began to rise 
in 2000 with the closure of a number of facilities.
Source: DHCFP-1 nursing facility cost reports
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may become a problem in some areas if 
many more nursing homes close in the near 
future. Some forces contributing to nursing 
homes’ financial difficulties, such as Medi-
care payment rates and worker shortages, 
are beyond the state’s immediate control. 
Because Medicaid pays for such a high per-
centage of nursing home residents’ care, 
Medicaid must play a dominant role in 
resolving what appears to be an unstable 
situation.

Options
As discussed more fully below, the 

Commonwealth’s planning and policy devel-
opment around long-term care should 
decrease dependence on facility-based care 
and expand community-based options, over 
the long term. The principal tools the state 
has to improve the situation of nursing 
homes in the near term are state funds 
(through the Medicaid rate, or special loans 
or grants), technical assistance, and state reg-
ulatory policy. Because of the high degree to 
which nursing homes depend on Medicaid, 
and the degree to which Medicaid relies on 
nursing homes to care for its enrollees, the 
state bears a special responsibility to engage 
and work with the nursing homes to avoid 
serious access and quality problems, and to 
restore financial stability to the sector.

Medicaid Payments 
The state Medicaid program has been 
moving toward a standard Medicaid rate 
system based on statewide average recog-
nized costs rather than on facility-specific 
reported costs. This is generally a sound 
pricing approach, provided that standard 
prices are set at a level that is high enough 
to provide revenue sufficient to maintain 
an efficient, well-run facility that provides 
safe, adequate and dignified care for Medic-
aid patients. 

Medicaid should not pay for additional 
costs that some facilities may have incurred 
investing in more expensive services used 

primarily by Medicare patients (who gener-
ally require more intensive care) or higher-
end amenities to attract privately paying 
residents. Certain adjustments to standard 
rates for regional variations in cost and 
conditions may be appropriate. Substantial 
Medicaid rate increases across the board or 
increases that raise rates disproportionately 
for high-cost facilities would fail to recognize 
important variations in efficiency, cost and 
quality, and could even reward bad manage-
ment practices and fail to reward good ones; 
therefore the Finance Working Group rec-
ommended against this type of increase. 

Despite the fundamental soundness of 
the standard pricing approach, certain fea-
tures of the rate-setting method and of 
the method used to transition from facil-
ity-specific, cost-based rates to the standard 
rates should be re-examined. These features 
include the minimum occupancy thresh-
old, the ceiling on “total payment adjust-
ment,” and the relationship between the 
base year of costs recognized, and the adjust-
ment from base year to rate year.24 

The Finance Working Group discussed 
these recommendations in June 2001, and 
understood that rates proposed for the 
period January 1, 2002 through June 30, 
2002 include a substantial increase in the 
“total payment adjustment” ceiling, but do 
not account for the remaining recommen-
dations. The Division of Medical Assistance 
and the Division of Health Care Finance 
and Policy have committed to updating 
the base year of recognized costs for rates 
as of July 1, 2002. The Finance Working 
Group recommends re-evaluating the occu-
pancy threshold and the adjustment from 
base year to rate year, and altering them as 
appropriate. 

A more comprehensive approach to 
the Medicaid rate issue would be to con-
tract for a study of the rate-setting method 
to determine whether the standard rates it 
yields are adequate to cover necessary costs, 
and whether the rate-setting formula can 
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include incentives for high-quality care and 
efficiency. 

Targeted Financial Assistance 
In the short term, special assistance for par-
ticular facilities may be necessary to preserve 
efficient and high-quality facilities. In the 
long term, appropriate rate-setting methods 
should produce Medicaid payments suffi-
cient to sustain these providers. 

Increase Private Resources 
Although there is disagreement on whether 
the expansion of private resources in the 
long-term care sector is likely to succeed, 
some members of the Finance Working 
Group believe it is important to explore. For 
example, if family members were permitted 
to supplement Medicaid payments to obtain 
certain amenities for a nursing home resi-
dent, the facility would have access to addi-
tional revenue. Disadvantages include that 
such a system could lead facilities to discrim-
inate against residents whose families do 
not have such additional private resources.

Increase Coordinated Monitoring and 
Policy Making 
The Commonwealth should coordinate more 
regular monitoring of nursing home finan-
cial conditions (e.g., by requiring submission 
of audited financial statements), of occu-
pancy rates and bed availability, and of alter-
native care services availability by region. 
Agencies that regulate various aspects of the 
nursing home industry should work more 
closely together to coordinate policy.

For example, capital improvements 
required by the Department of Public Health 
for quality of care purposes should be coor-
dinated with capital financing and reim-
bursement available through Medicaid or 
other sources. Where monitoring shows that 
access has become problematic in a particu-
lar region, existing restrictions on new beds 
may need to be lifted, or special programs 
created to facilitate access to needed ser-

vices. Bankruptcy should trigger heightened 
monitoring of quality of care.

Provide Technical Assistance
Identify best practices of efficient, low-cost 
and high-quality facilities. 

Continue Workforce Initiatives 
The Commonwealth’s workforce initiatives 
aimed at developing career ladders and wage 
pass-through funding for direct care workers 
should be continued, at least in the near term. 
Additional measures that might ease the work-
force pressure include adjustments to licen-
sure and professional practice restrictions.

Long-term Planning
Long-term care planning over time  

should focus on developing a cost-effective 
and high-quality community-based contin-
uum of care. A major challenge in this effort 
will be determining how to develop that 
continuum of care in light of limitations on 
available public resources, particularly while 
nursing home residents continue to rely on 
facilities for their care. 

There is no current capacity to transfer 
residents of facilities to the community on 
a large scale, and there will always be some 
people who require facility-based care. This 
problem is not new, and it may be particu-
larly challenging for Massachusetts in light 
of our high utilization of nursing facilities. 
The Vision 2020 Commission25 is charged 
with addressing this and related challenges. 

In the near term, state policy makers 
should do what they can to support commu-
nity-based providers while maintaining nec-
essary nursing facilities. In the longer term, 
it will be essential to identify and support 
more innovative and promising methods of 
organizing and providing long-term care.

Community-based Providers

Data on the financial conditions, effi-
ciency and effectiveness of many com-
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munity-based providers are not readily or 
consistently available. The lack of consis-
tent and good data inhibits thoughtful state 
policy and should be corrected through 
better reporting and monitoring mecha-
nisms. According to reports from provider 
representatives and available data, financial 
conditions among community-based pro-
viders are generally tenuous.

Community Health Centers
There are 49 Community Health Cen-

ters (CHCs) that provide services at 100 
practice sites in Massachusetts; 33 are inde-
pendently licensed and 16 operate under 
hospital license. Twenty-three, located in 
designated medically underserved areas, 
receive direct federal funding. Data pre-
sented by the Massachusetts League of Com-
munity Health Centers (the League) suggest 
that, on average, 75% of CHC operations 
are supported with public funding. Sources 
include Medicaid, the Uncompensated Care 
Pool and grants from federal, state and 
local sources. CHCs are growing and serv-
ing increasing numbers of people. Accord-
ing to a report issued by the Division of 
Health Care Finance and Policy, CHC visits 
increased by 93% over the last 9 years.26

According to the League, a majority of 
CHCs lost money on operations between 
1995 and 1998, and even more did so in 
1999. During the same time, 60% of CHCs 
maintained less than 30 days cash on hand. 
In addition, salaries at CHCs are well below 
market. Increasing patient volume and dif-
ficulty finding and retaining staff—partic-
ularly nurses and dentists—means waiting 
times are long and growing longer. Despite 
these difficulties, CHC patient satisfaction 
remains high. Patients appreciate the patient-
centered approach and cultural competence 
most CHCs offer. 

The Finance Working Group believes 
that the state should explore whether CHCs 
can offer a lower-cost alternative setting for 
some of the care now being provided in 

hospital outpatient departments and emer-
gency departments. Though it is not clear 
from the available data and the Finance 
Working Group’s discussions with CHC rep-
resentatives whether CHC services would 
end up costing less than current rates paid for 
hospital outpatient services, it seems likely 
that their costs would be lower, and care, 
particularly for low-income and language-
minority patients, might even be more sat-
isfactory. The Finance Working Group has 
recommended that the state continue to 
invest in CHCs and explore the role CHCs 
can play in redirecting care towards appro-
priate lower-cost settings. 

Among the recommendations offered 
by the League, which the Finance Working 
Group believes are worth exploring, subject 
to availability of resources, are the following:

• Review Medicaid rates and other public 
payments (e.g., from the Department of 
Public Health) for appropriateness.

• Lessen administrative costs by reducing 
rigid contract requirements, and by coor-
dinating state billing, and reporting 
requirements across agencies.

• Help improve relationships between CHCs 
and their local hospitals to facilitate 
movement of care to lower-cost appropri-
ate settings.

• Create a State Health Service Corps to 
help CHCs attract and retain quality staff 
(including tuition assistance and loan 
repayment opportunities).

• Provide resources for technical assistance 
and upgrading CHC systems.

• Provide grants for urgent needs, deficits 
and expansion.

• Provide low-interest loans for service 
expansion.
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Home Health Care and Other 
Community-based Providers

Home health care providers report that, 
in the aggregate, their annual revenue falls 
short of their costs by approximately $20-25 
million. Medicare payment, which covers 
50-60% of home health patients according 
to industry representatives, declined drasti-
cally as a result of the BBA. On a positive 
note, industry representatives report that 
home health care providers’ experiences 
under the new Medicare prospective pay-
ment system are generally positive, and 
Medicare revenues are now covering costs. 
Home health care providers are concerned, 
however, that Medicare payments are sched-
uled to be cut by 15% in the near future.

The pediatric home health care system 
is under particular stress. According to indus-
try representatives, many of the hours of 
care prescribed by physicians go unfilled 
due to staffing shortages which are related 
to low reimbursements and the lack of ade-
quate payments for overtime. Since the Task 
Force discussions on this issue, some chil-
dren in need of such services have sued the 
state, claiming that Medicaid rates are too 
low to allow adequate access to services.

In addition, chronic underfunding has 
left home health care providers undercap-
italized and, therefore, unable to invest 
in technology that could increase their 
administrative efficiency, or in telemedi-
cine equipment that could increase the 
productivity and effectiveness of clinical 
personnel. These investments are partic-
ularly important since home health care 
often requires large amounts of paperwork 
and, like other provider groups, is experi-
encing staffing shortages.

Other community-based providers 
such as adult day health providers, assisted 
living providers, and home care programs 
working with the Executive Office of Elder 
Affairs point to financial difficulty and prob-
lems in obtaining funding for clients who 
need their services and who do not have 

adequate private resources. Their problems 
appear to result from the combination of 
limited funding streams, and complicated 
and restrictive eligibility rules for those 
funding sources that exist. Ironically, it 
appears to be easier for some people, par-
ticularly those who require skilled care, to 
obtain Medicaid funding for facility-based 
care than to obtain home health and home 
care services that would allow them to 
remain in the community.

Causes and Interventions

Medicaid Rates and Service Eligibility Rules 
Community-based providers believe that 
low Medicaid rates and, for some, restric-
tive service eligibility rules, contribute to 
their financial stress. Medicaid, like Medi-
care, restricts eligibility for some services, 
such as home care, to those with the most 
intensive service needs. 

Broadening eligibility would increase 
program costs and could draw into the pro-
gram people who are currently receiving the 
services they need from family members or 
other informal supports. This might help 
many people and providers, but would also 
involve considerable expansion of the Med-
icaid program, and this seems unlikely in 
the current fiscal climate. 

Nevertheless, Medicaid rates and ser-
vice eligibility rules should be reviewed as 
part of an intensive long-term care plan-
ning effort. Policies should be focused on 
encouraging use of the most cost-efficient, 
community-based care services appropriate 
to clinical needs.

Alternative Reimbursement Systems for High-
Volume Providers 
For providers that serve an especially high 
percentage of Medicaid clients, the state 
should explore special contractual relation-
ships that allow for alternative reimburse-
ment systems, such as a prospective payment 
system similar to the new Medicare system.
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Grant Programs for Particular Capital Needs 
The state should explore whether providing 
grants or low-interest loans to community- 
based providers for specific capital needs 
would increase the efficiency and effective-
ness of those providers. The prime example 
of an area worth exploring is whether the 
state should assist home health providers 
in acquiring telemedicine technology. For a 
minimal amount of money, which would be 
difficult for these providers to access, great 
efficiencies could be gained.

Pilot Programs 
The state should explore different models 
of community-based care through pilot pro-
grams and demonstration projects. It is 
likely that different models will be devel-
oped that address community needs better 
in one area than in another. Funding lim-
ited programs on a trial basis will help deter-
mine which policies work best and will help 
develop an infrastructure that allows for 
flexibility. 

Coordinate Services and Eligibility Rules
Within the limits of federal law, state-funded 
and administered programs should be coor-
dinated so that eligibility rules and funding 
streams do not create barriers to those ser-
vice plans that are the most efficient and 
low-cost way of meeting people’s needs. 

Physicians

Physician practice conditions and 
incomes in Massachusetts are said to have 
deteriorated over the last several years pri-
marily due to changes in the nature of 
physician practices and lack of adequate 
payment.27 Despite the increasing amounts 
of time that physicians must spend on 
paperwork, returning patient phone calls, 
research, and patient management, most 
payment systems still rely on the number of 
patient encounters as the method for deter-
mining physician productivity and some-

times, payment. The benefits that physicians 
sought in joining larger integrated systems 
of care—including efficiency and econo-
mies of scale in administrative matters and 
overhead, as well as increased bargaining 
power with managed care companies—seem 
not to have materialized in a way that has 
made physicians’ professional lives suffi-
ciently more rewarding or simpler than they 
were in solo or small group practices. 

In addition, payment rates from Medi-
care, Medicaid and private payers have failed 
to increase as rapidly as practice costs. Phy-
sician income in Massachusetts continues 
to be lower than in many other parts of the 
country. Anecdotal evidence abounds that 
physicians are working harder and harder to 
support the same level of income. Recruit-
ment and retention of physicians in Massa-
chusetts has become problematic.

Notwithstanding these increasing dif-
ficulties, Massachusetts continues to have 
more physicians per 100,000 population 
than any other state (and more, of course, 
than the national average) (see Figures 32 
and 33 on page 53). These numbers may not 
reflect physician availability, as many physi-
cians divide their professional effort among 
patient care, research and teaching. On the 
other hand, the many interns and residents 
in Massachusetts provide large amounts of 
patient care at teaching hospitals, often 
working extraordinarily heavy schedules. 
Overall, the supply of physicians is gener-
ally adequate. Certain specialties, such as 
anesthesiology, radiology, dermatology, and 
child and adolescent psychiatry, as well as 
certain geographical areas, are experiencing 
shortages. There is some risk that Massa-
chusetts may lose its preeminence in the 
medical field if deterioration in practice con-
ditions and reimbursement persists.

Options

• Medicaid rate increases would help alle-
viate the physician reimbursement prob-
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Number of Non-Federal Primary Care and Specialist Physicians 
per 100,000 Civilian Population (1998)

Figure 33
Massachusetts ranks first in number of specialists per capita and third in number of primary care physicians per 
capita relative to all states.
Source: AMA, taken from www.statehealthfacts.kff.org

Number of Non-Federal Physicians per 100,000 Civilian Population 
(1999)

Figure 32
Massachusetts has more physicians per capita than any other state in the nation.
Source: AMA, taken from www.statehealthfacts.kff.org

0

100

200

300

400

500

WANYNJMNMDFLCTCAMAUS

285

454

280

397

290

413

282

327

423

272

0

50

100

150

200

250

300

350 SpecialistPrimary Care

NYNJMNMDFLCTCAMAUS

187

96

313

136

191

93

266

127

204

86

303

137

177

104

209

113

277

142



54  Sector Financial Conditions and Related Challenges

lem. As funding is scarce, rate increases 
could be targeted at services that are most 
important to Medicaid enrollees (e.g., pri-
mary care) and most cost-effective (e.g., 
community-based physicians as opposed 
to hospital-based physicians). It may be 
appropriate to compensate differentially 
those physicians whose practice has a sig-
nificant percentage of Medicaid enroll-
ees. With respect to so-called Medicare 
crossover claims (see Figure 34 below),28 
it is not clear that the Medicaid program 
should assume the full cost of Medicare 
allowable fees, particularly in a time of 
tight financial resources. Ideally, physi-
cians should be able to obtain any differ-
ence between the Medicaid payment and 

the Medicare allowable fee from the fed-
eral government.

• The state should also collaborate with 
physicians to achieve administrative sim-
plification through HIPAA compliance 
and in the Medicaid program in general. 

• New capitation models should be 
explored, but must include sufficient 
payment rates and adequate data to sup-
port quality and effective management of 
care.

• As with other sectors, data about physi-
cian practice, costs and practice patterns 
should be collected and monitored.

Examples of the Proposed Medicaid Payment Methodology 
for Medicare and Medicaid Cross-over Claims

Figure 34
Explanation of Cross-over Claims: Until recently, when a Medicare patient was also eligible for Medicaid, Medicare paid 
first, and then Medicaid paid the patient’s liability (copayment, coinsurance, or deductible). That is, Medicaid acts 
as a Medigap plan for low income patients. Federal law was recently changed to allow states to limit payments for 
patient liabilities after Medicare so that the total payment received by the provider from all sources is no more than 
what Medicaid would have paid if the patient had been solely a Medicaid enrollee. A proposal in the Massachusetts 
legislature recently implemented this change in Massachusetts. That is, Medicaid will pay as if the patient is a Medicaid 
enrollee, rather than paying like a Medigap Policy. This is the method currently used by the Medicaid program for 
Medicaid patients enrolled in private health insurance plans. Note that, under either scenario, providers may not bill 
Medicaid recipients for the patient liability. The rates paid by Medicaid for physician services are currently under review 
by the Massachusetts Division of Health Care Finance and Policy.
Source: Massachusetts Division of Health Care Finance and Policy; Division of Medical Assistance

Visit Type Emergency Department Visit Office Visit, Established Patient, Level 3 
CPT Code 99283 99213

 Current  Proposed Current Proposed

1. Medicare Fee 2000 68.09 68.09 52.28 52.28

2. Medicare Payment (.8 * L.1) 54.47 54.47 41.82 41.82

3. Patient Liability (.2 * L.1) 13.62 13.62 10.46 10.46

4. Medicaid Fee 12/1/01 44.27 44.27 46.08 46.08

5. Medicaid Payment  13.62 0 10.46 4.26

6. Total Received by Physician (L.2 + L.5) 68.09 54.47 52.28 46.08
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Workforce

Dr. Roderick King, Director of the 
Boston Regional Office of the Health 
Resources and Services Administration 
(HRSA) of the United States Department 
of Health and Human Services, and Louis 
Freedman, Commissioner of the Division of 
Health Care Finance and Policy, addressed 
the Task Force about workforce issues in 
March 2001. Edward Salsberg, Director of 
the Center for Health Workforce Studies at 
the State University of New York at Albany 
School of Public Health, and Robert Shaff-
ner, Director of the Center for Health Work-
force Studies at Worcester State College, 
addressed the Finance Working Group and 
interested Task Force members in February 
2001. 

Workforce shortages are creating prob-
lems in health care across the country, par-
ticularly with respect to nurses, direct care 
aides and pharmacists.29 The problem is 
related to increasing demand, low supply, 
and also to distribution of workers (see Fig-
ures 35 and 36 on page 56). The shortage 
affects wage costs and, therefore, costs of 
care. In addition, diversity of the health care 
workforce is frequently mis-matched to the 
population served. 

Massachusetts has more hospital 
employees per 1000 population than any 
other state in the country. Yet most hospi-
tals, and virtually all other health care pro-
viders in Massachusetts report that attracting 
and retaining nurses and other direct care 
workers is among their most significant and 
challenging problems. The average age of 
nurses is rising, and demand for their ser-
vices far outstrips the supply of nurses in 
practice and in training.

A variety of factors influence the prob-
lem. Use of new technologies and more 
intensive practice patterns have increased 
the demand for nurses; working conditions 
for nurses are making the profession less 
attractive; alternative positions that draw on 

their clinical skills but are outside the field 
of direct care, such as utilization review and 
quality inspection, are attracting some away 
from patient care; increased opportunities 
for women may decrease the number who 
enter nursing, and the return on the invest-
ment of time and money in education may 
be higher in other fields.

Options for state intervention take 
three main forms:

Education Strategies 
These can be focused on financial support 
and incentives, such as scholarships and 
loan repayment programs, or on designing 
new training programs. The latter can take 
months and sometimes years. 

Job-related Strategies
These efforts would focus on improving 
working conditions to make nursing and 
other direct care jobs more attractive, and 
building career ladders so that more direct 
care jobs would lead to a professional devel-
opment path. 

Influencing Demand
This type of intervention would involve 
changing the scope of practice of some kinds 
of workers so that tasks could be re-assigned, 
and in some cases the number of one type 
of professional as opposed to another could 
be reduced. This strategy would have to be 
closely tied to quality initiatives to ensure 
no adverse results from re-assigning duties. 
This strategy is controversial, however, and 
has been regarded by some as threatening to 
quality of care and to maintaining the pro-
fessional scope of practice of nurses.

Resolution of workforce issues requires 
solutions that reach beyond the health care 
sector to involve the academic community, 
labor unions and public schools. The Com-
monwealth has enacted a number of pro-
grams designed to improve the workforce 
problem, including a wage pass-through pro-
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Decline in Nursing Graduations in New York (1996-2002)

Figure 36
The number of nursing graduates in New York declined from 1996 through 2000 and then plateaued; the trend in 
Massachusetts is believed to be similar. The increased demand for nurses, together with the decreased supply, has 
created a nursing shortage.
Source: Salsberg, Edward S. “State Health Workforce Policies and Planning: Issues, Options and Data Needs,” Center for Health Workforce Studies, 
School of Public Health, University of Albany, February 2001

Increasing Demand for RNs and Change in Hospital RN Employment 
(1992-1998)

Figure 35
The demand for Registered Nurses (RNs) increased considerably, despite a decrease in inpatient hospital utilization, 
between 1992 and 1998. 
Note: FTE is full time equivalent

Source: Salsberg, Edward S. “State Health Workforce Policies and Planning: Issues, Options and Data Needs,” Center for Health Workforce Studies, 
School of Public Health, State University of New York at Albany, February 2001
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gram for certified nursing assistants work-
ing in nursing homes, and scholarship and 
career ladder programs for certified nursing 
assistants.30 Proposals for additional schol-
arship programs and loan repayment pro-
grams have been put forward, but have not 
been enacted. The level of priority assigned 
to this problem in the current recession, and 
the question whether the recession has had 
an easing effect on the health care worker 
shortage, remain to be determined.

 
Prescription Drugs

The phenomenon of skyrocketing pre-
scription drug costs in the United States has 
been well documented and widely reported 
(see Figure 37 below). Some of the main fea-
tures of the phenomenon include:

• The high cost and high utilization of new 
drugs are more significant factors than 

increases in prices for existing drugs (see 
Figure 38 on page 58).

• The benefits of some new drugs over pre-
viously available therapies are hard to 
quantify.

• Utilization of new, high-cost drugs is 
encouraged by direct-to-consumer adver-
tising, on which drug manufacturers 
spend increasing amounts of money (see 
Figure 39 on page 58).

• Access to affordable drug coverage is par-
ticularly problematic for seniors, as Medi-
care continues to lack prescription drug 
coverage and many employers are cut-
ting back on retiree health coverage (see 
Figure 40 on page 59).

The November 19, 2001 Finance Work-
ing Group report outlines current state strat-

Annual Change in Massachusetts Prescription Drug Expenditures 
and Boston Regional Inflation Rate (1990-2000)

Figure 37
Throughout the 1990s, Massachusetts prescription drug costs increased faster than general inflation; from 1994 
through 1998, prescription drug expenditures also increased faster than medical inflation.
Note: Medical CPI and CPI are for the “Boston-Brockton-Nashua, MA-NH-ME-CT” region.

Source: Health, United States, 1999, US Department of Health and Human Services; US and Boston Regional Consumer 
Price Index 2000, US Bureau of Labor Statistics
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Total Direct-to-Consumer Promotional Activity Spending 
by Drug Manufacturers (1994-1998)

Figure 39
Drug manufacturers’ spending on direct-to-consumer promotional activities increased rapidly after the US Food and 
Drug Administration revised guidelines for advertising prescription drugs in 1995.
Source: Kreling, David H., et al. Prescription Drug Trends, A Chartbook, University of Wisconsin-Madison and the Kaiser Family Foundation, July 2000

Relative Factors Contributing to Rising Prescription Drug Expenditures 
(1993-1998)

Figure 38
Only 18% of the increase in prescription drug expenditures is attributable to price increases. 43% is attributable to 
an increase in the number of prescriptions written, and 39% is attributable to the availability of newer and more 
expensive drugs. Many, but not all, of these new drugs are more effective or have fewer side effects than drugs 
previously available.
Source: Kreling, David H., et al. Prescription Drug Trends, A Chartbook, University of Wisconsin-Madison and the Kaiser Family Foundation, July 2000
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egies for increasing access to prescription 
drugs and controlling cost increases.

Options for more aggressive state action 
in the prescription drug arena include man-
datory price controls, and establishing the 
state as a wholesale purchaser of drugs for all 
residents and health plans. The state could 
also explore the possibility of establishing a 
single-payer type of insurance plan for pre-
scription drugs, in which participation by 
health plans would be required. Although 
ultimately, intervention from the federal 
government will probably be required to 
achieve significant savings on prescription 
drugs, exploring alternative state plans is 
recommended.

HMOs/Insurers/Payers

The Task Force’s analysis of financial con-
ditions in the private insurance market focused 
on the state’s four largest HMOs, which cover 

the largest portion of residents who are cov-
ered by state-regulated insurance. Many res-
idents are covered by self-insured employer 
plans governed by the federal government 
pursuant to ERISA. 

Four major concerns guided the Finance 
Working Group’s discussion:

1. The need for enhanced HMO financial 
strength through increased reserves and 
positive operating results; 

2. Discomfort with the disparity between 
premiums paid by small groups and indi-
vidual enrollees, and premiums paid by 
large groups; 

3. A belief that premiums in general should 
be “affordable;” and 

4. A belief that payments to providers should 
be timely and adequate. 

Blue Cross and Blue Shield of Massachusetts Medex Gold 
and Medex Bronze Annual Premium Rates

Figure 40
Blue Cross and Blue Shield’s Medex Gold and Medex Bronze Medex plans are identical, except that Medex Gold 
includes drug coverage and Medex Bronze does not. Medex Gold premiums are increasing much faster than Medex 
Bronze.
Source: Massachusetts Division of Insurance
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The Finance Working Group acknowl-
edged that these general concerns are in ten-
sion with one another and that too much 
emphasis on any one of them could exac-
erbate problems involving one or more of 
the others. For example, while premium 
increases appear to be necessary to improve 
health plan solvency and to pay for the 
rising cost of care, those increases may 
also increase the number of people without 
health insurance. Now that all four major 
health plans have positive margins, more 
emphasis may be placed on other concerns 
(see Figure 41 below). Health plans are at the 
center of many pressures exerted by stake-
holders in the health care system: employ-
ers and other payers want to keep premiums 
affordable, providers need adequate pay-
ment, and consumers want access to services 
and providers at low or no additional cost.

More specific problems are outlined in 
the Finance Working Group’s report on this 

issue. The Finance Working Group recom-
mended, in general, that the state pursue 
the following strategies:

• Enact legislation establishing minimum 
net worth and risk-based capital require-
ments consistent with national stan-
dards.

• Require that plans report financial results 
by line of business, that they file reports 
using statutory accounting rules as well 
as Generally Accepted Accounting Prin-
ciples, and that they report on ASO 
(Administrative Services Only) business 
and enrollment.

• Explore approaches to increasing over-
sight of risk-sharing arrangements and 
risk-assuming providers to ensure that 
providers have the operational capability 
and the financial resources to manage the 

HMO Net Profit Margins (1997-2001)

Figure 41
Fallon had negative margins in 1998 and 1999 and Harvard Pilgrim Health Care (HPHC) had negative margins from 
1998 through 2000. All four major health plans had positive margins for 2001.
Source: Massachusetts Division of Insurance
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risk assumed and that the financial terms 
of the arrangement are reasonable.

• Consider new mandates, including man-
dated benefits and reporting require-
ments, in relation to any premium 
increases these mandates will require.

• Enact legislation giving the Commis-
sioner of Insurance authority to oversee 
certain major transactions of HMOs, such 
as sales of substantial assets, mergers, and 
expansion into other states.

• Explore the possibility of requiring that 
premiums be certified as actuarially sound 
by an independent analyst.

Since the Task Force discussed this 
issue, the financial condition of our largest 
HMOs has improved to the point that all 
four experienced positive margins in 2001. 
Although there has been no new legislation 
in response to these recommendations, the 
Finance Working Group believes that there 
is continued need for increased oversight 
of, and authority over, health plans in Mas-
sachusetts.

Employers

After several years of little or no increase 
in health care coverage costs in the mid-
1990s, employers have experienced several 
years of significant increases in premium 
costs (see Figure 5 on page 13). While the 
economy flourished and employee retention 
was an important goal, many employers did 
not pass on much of the annual premium 
increases to their employees. In a strained 
economy with diminished corporate prof-
its, this approach is unlikely to be sustained. 
The main challenge on which employers are 
focusing is controlling the rate of increase 
in health care costs. 

As costs have begun to increase rap-
idly again in the post-managed care back-

lash era, employers have re-engaged in the 
search for ways to improve the efficiency 
and effectiveness of the health care system. 
Some strategies involve employers assuming 
more control over plan and provider net-
work design. Most include increasing con-
sumer responsibility for, and control over, 
care decisions and costs, and aligning incen-
tives for physicians to direct care to the most 
efficient providers and weed out unneces-
sary care. 

The main tool supporting these strate-
gies is information—about quality, cost and 
efficiency of different providers and different 
treatment options. Information is being cou-
pled with financial incentives for consum-
ers and providers. In addition, employers 
are exploring lower-cost self-insured alter-
natives to commercially available managed 
care and insurance products, and are devel-
oping strategies for incenting providers to 
use resources more efficiently and reduce 
medical errors. More detail on the options 
being pursued is available in the November 
19, 2001 Finance Working Group report.

Consumers

Many employers and others believe 
that consumers must be engaged more 
actively in the effort to reduce overall health 
care costs and slow cost increases. Trends 
show that consumers have been choosing 
more expensive providers and prescription 
drugs. Yet most people are unhappy with 
the high cost of health care coverage, which 
is driven in part by their choice of provider 
and treatment. 

Some members of the Finance Work-
ing Group do not believe that consumer 
incentives are likely to affect choice of pro-
vider, because most people choose the pro-
vider their physician suggests. Other Finance 
Working Group members are optimistic that 
a combination of consumer financial incen-
tives, physician financial incentives, and 
intensive education of both consumers and 
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providers about relative cost and quality of 
providers will lead to changes in patients’ 
choices of providers and will slow the rate of 
health care cost increases. Decisions about 
appropriate policy changes will have to be 
made based on an assessment of who is 

Endnotes for III: Sector Financial Conditions and Related Challenges

20. As noted above, the Commonwealth followed this recommendation by granting in the FY02 GAA specific authority to 
collect financial information more frequently.

21.  In 2001, Attorney General Thomas Reilly issued a report on market conditions in greater Springfield, pursuant to a 
legislative directive (Section 93 of Chapter 236 of the Acts of 2000) that resulted from allegations that a community 
hospital had been inappropriately excluded from the network of one of the region’s largest HMOs. 

22.  During FY00, Medicaid covered 14% of hospital patients and contributed approximately 10% of hospital revenue 
statewide.

23.  This analysis has been updated since it was presented to the Task Force at its June 25, 2001 meeting, and the results 
are somewhat different. Details of the regression analysis are included as an appendix to the June 25, 2001 report on 
long-term care in the supplementary volumes.

24. These features are discussed in greater detail in the June 25, 2001 Finance Working Group report to the Task Force. Briefly, 
the occupancy threshold merits re-examination in response to industry representatives’ claims that due to increased 
patient acuity and decreased lengths of stay, more flexibility is required than was the case when the threshold was set. 
Most nursing homes are not able to meet the threshold. The update factor merits re-examination for the reasons discussed 
under the heading “Hospitals.” The ceiling on total payment adjustment merits re-examination because it adversely affects 
efficient and historically low-cost providers—precisely those the state should try to preserve.

25. This group was created in line item 9110-0100 in the FY02 General Appropriation Act (GAA).

26. Source: Massachusetts Division of Health Care Finance and Policy, Massachusetts Health Care Trends: 1990-1999, October 
2000.

27. Due to the lack of hard data on many aspects of physicians’ quality of life, the Finance Working Group has relied on 
physician representatives’ descriptions of trends.

28. The term “Medicare cross-over claims” refers to the patient-responsible amount for patients who are eligible for both 
Medicare and Medicaid. Because the two programs have different fee schedules, the question arises whether Medicaid, 
which pays for the patient-responsible amount, should use its own fee schedule in determining the amount to pay (as it 
does for other Medicaid enrollees who have access to other insurance) or whether it should use the Medicare fee schedule 
in determining the amount it will pay. The issue is illustrated in Figure 34.

29. It is unclear whether the current economic slow-down will have a positive effect on the health care workforce shortage. 
The state and federal government should monitor the situation and try to create opportunities for people who become 
unemployed to ease the worker shortage in health care.

30. The FY01 General Appropriation Act (GAA) included $35 million to fund increases in wages and related employee costs 
over 2000 levels for certified nurses’ aides (CNAs) in nursing facilities. In addition, $5 million was appropriated for a career 
ladder grant program in long-term care and $1 million for a CNA training scholarship program. The FY02 GAA included 
$40 million to fund increases in wages and related employee costs over 2001 levels for CNAs in nursing facilities. It also 
continued funding the $5 million career ladder grant program and the $1 million CNA training scholarship program.

really driving provider choice. In either case, 
however, more reported information about 
provider quality, cost and efficiency would 
help patients and physicians make deci-
sions. Reporting efforts based on this prin-
ciple should be supported. 
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IV: The Future of Health Care Policy 
Analysis in the Commonwealth

Reflections on the Task Force Process

The Task Force, through its working 
groups, succeeded in finding facts and iden-
tifying forces and trends affecting the Massa-
chusetts health care system and its financial 
stability. One of the most important func-
tions of the Task Force has been to provide 
thorough background and understanding of 
the health care system to the state leaders 
who convened it. The combination of anal-
ysis and reports by the working groups and 
invited guests along with discussion and 
commentary by thoughtful participants and 
stakeholders in the health care system per-
formed this function well.

The Task Force did not find or rec-
ommend comprehensive solutions to the 
problems of high aggregate cost, provider 
financial performance disparities, or the 
appropriate structure of regulatory oversight 
and state intervention. It also did not pro-
vide firm recommendations in a number 
of areas. These outcomes, disappointing to 
some, are to be expected in light of the com-
plexity of the system and the lack of agree-
ment that comprehensive system reform is 
needed. In addition, the members of the 
Task Force who are direct stakeholders in 
the system understandably view proposed 
solutions from their own interested per-
spectives. Therefore, the solution most Task 
Force members could agree on most readily 
was that more money from the state would 
help. On more challenging questions such 
as achieving administrative simplification 
through adopting some common type of 
information system, which would inevita-
bly cost some participants more than others, 
agreement could not be reached. 

In addition, the Task Force has not 
addressed all the items listed on the top-

ical agenda for 2001 in the Task Force 
Interim Report. Time and resources limited 
our inquiry. These items still merit detailed 
consideration:

• The Uncompensated Care Pool (soon to 
be addressed by a Special Commission on 
Uncompensated Care, pursuant to sec-
tion 74 of Chapter 177 of the Acts of 
2001).

• The role of health care in the Massachu-
setts economy (together with projections 
of the effects that various interventions, 
and failure to intervene, may have on the 
economy).

• Access to health services by region.

• Mental health, which the Finance Work-
ing Group strongly recommends be 
assigned to a separate focused working 
group.

• Dental care.

• The role of the Determination of Need 
program.

 
The Interim Report highlighted the 

need to discuss several questions, the answers 
to which may change over time. Those ques-
tions, and several points that may be useful 
in considering what the answers may be, are 
as follows:

1. What is the appropriate role of com-
petition among providers and insurers? 
Does Massachusetts have enough provid-
ers and insurers to enable competition to 
play an effective role? Should providers 
or insurers be maintained for competitive 
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reasons, even if it requires intervention 
with taxpayer dollars?

2. What is the appropriate role of state 
health planning? Should the state deter-
mine which facilities are needed to pre-
serve access to health services? If so, 
what agency, person, or group should 
be the decision-maker? How would deci-
sions about whether a particular provider 
is “needed” be implemented?

3. How much is too much to spend on 
health care in Massachusetts? At what 
point will our health care costs dissuade 
businesses from locating here?

In some ways, the last question should 
be answered first, because it sets the limits 
within which the state must set health care 
priorities. Of course, there is no specific 
threshold at which businesses will choose 
to locate elsewhere or will relocate outside 
Massachusetts based on health care costs, 
but trends in this area should be monitored. 
Employers are already exploring lower-cost 
alternatives to commercially available insur-
ance plans. Some have relocated portions 
of their operations to other settings. The 
degree to which health care costs have influ-
enced those decisions is not clear, but the 
state should investigate the question. 

Even if employers do not relocate, it 
is reasonable to expect that they will shift 
more health care costs to employees as 
those costs continue to increase—particu-
larly while corporate earnings are low. Some 
will drop coverage altogether. It is reason-
able to anticipate that rates of uninsurance 
will rise. 

There is a threshold at which the cost 
of health care coverage will place it beyond 
the reach of too many Massachusetts resi-
dents. The effects of that situation on pro-
viders, on the health status of residents, on 
the state’s attractiveness a s a business loca-
tion, and on the political viability of major 

health care reform are not yet clear, but they 
are likely to become more clear unless strat-
egies for constraining cost growth can be 
implemented. 

The first and second questions out-
lined above relate to one another and will 
affect state leaders’ analyses of the appro-
priate actions to take with respect to the 
health care system. Competition plays an 
important role in encouraging efficiency, 
but it may also be related to the regional 
shift in patient volume towards teaching 
hospitals. 

For example, teaching hospitals pur-
chased community physician practices in 
part to position themselves to compete for 
global managed care contracts. The resulting 
change in physician alignment and prac-
tice patterns is likely a force in the shift 
of inpatient volume away from community 
hospitals. That trend may be driving up 
system costs and contributing to premium 
increases. In turn, those increases are likely 
to lead to increases in uninsurance. 

There may be instances where provid-
ers or insurers that are faltering should be 
maintained, even if it requires the use of 
public funds for a period of time to deter-
mine whether they can be restored to stabil-
ity or whether the system can adjust to their 
absence without an unacceptable loss of 
access to services. A remaining challenge is 
to find ways of instilling in each market par-
ticipant an incentive to improve efficiency 
of the system overall. 

There is an increased role for state 
involvement in health care, at least with 
respect to data collection and monitoring 
of financial conditions and access. There 
is disagreement on whether the state can 
and should determine which facilities are 
“needed” and which are not. State agencies 
are already coordinating more than in past 
years, and they will need to continue to work 
together to determine appropriate interven-
tions when providers threaten to close or 
terminate essential health services.
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Recommendations for the Future

The Finance Working Group had sev-
eral advantages: its topic was based on data 
and analysis, even if subject to variable 
interpretation; its members were not directly 
representing providers and insurers whose 
financial distrlowess led to the creation of 
the Task Force and the Working Groups; 
and it included a cross-section of academ-
ics, former regulators, and consultants who 
were familiar with a variety of aspects of the 
health care system. 

The Finance Working Group suggested 
several versions of an ongoing analytical 
group to assist state policy makers in the exec-
utive and legislative branches. To add slightly 
more detail to that recommendation, the 
Finance Working Group suggests that such a 
group should have the following features:

Mission

• To educate leaders and the public on trends 
and conditions in the health care system;

• To perform and report analysis that sheds 
more light on the conditions of and 
trends in the health care system.

Function

• To mediate (i.e., to facilitate communica-
tion of data, interpretation and views on 
issues) between and among government, 
the public, and the health care delivery 
and financing systems;

• To understand, communicate, and go 
beyond the vested interests and views of 
system participants to advise government 
on the system as a whole.

Authority

• Advisory only, not regulatory. The group 
should, however, have a specific audience 

and expected reporting venues, such as 
hearings or public meetings of a larger 
more formal group.

Mandate

• To report on conditions and trends in 
the health care system based on data that 
are collected by the government or made 
publicly available;

• To report periodically on a small number 
of predictable issues—for example, review-
ing the Medicaid annual update factor, 
regular review of levels of uninsurance in 
Massachusetts, and other specific metrics 
defined by state leaders;

• To comment on particular issues as 
requested by the Governor or Legislature;

• To monitor, analyze and report on link-
ages and connections between parts 
of the health care system—especially 
those that may not be monitored and 
reported on by a particular constituency 
(e.g., monitor nursing home bed clo-
sures and occupancy rates, determine 
whether they correlate with numbers 
of hospital inpatients awaiting nursing 
home placement and high hospital occu-
pancy rates);

• To present reports, according to a set 
schedule, to a larger health care forum 
including political leadership, health 
agency commissioners and observers 
(including legislative health care commit-
tee staff).

Membership

• Ten to fifteen people with health care 
experience and expertise; include a minor-
ity of state agency representatives (e.g., 
Attorney General’s Office, Division of 
Health Care Finance and Policy, Division 
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of Medical Assistance, Department of 
Public Health);

• No private sector members who are cur-
rently serving in or representing providers 
or insurers; direct stakeholders should be 
represented in a larger discussion forum 
that responds to the smaller analytical 
group.

Duration

• Should be time-limited, but long enough 
to allow for continuous monitoring of 
trends. The Finance Working Group sug-
gests five years, subject to renewal.

Audience

• A health care forum similar to the Task 
Force (including political leadership, high-
level officials and private sector stake-
holder representatives), though a smaller 
group might allow for easier discussion 
and interaction; the forum would meet 
approximately quarterly to hear and dis-
cuss reports from the analytical group.

Models from other states, the federal 
Medicare Payment Advisory Commission, 
and past experiences in Massachusetts (e.g., 

the Hospital Payment Advisory Commission 
which existed in the mid-1990s) should be 
reviewed for helpful lessons. When exam-
ining models that have not worked par-
ticularly well, state leaders should assess 
whether current conditions differ from those 
that prevailed at the time or place in ques-
tion, and whether changing certain features 
might lead to a more constructive model.

The Finance Working Group contin-
ues to believe that such an ongoing public/
private analytic effort would be useful at 
this time as the state reassesses its role with 
respect to regulation of and intervention in 
the private health care system, and protec-
tion of the health care safety net. The work-
ing groups and the Task Force have served an 
educational purpose and provided a forum 
for communication about the health care 
system. 

Continued analysis and communica-
tion between public and private stakehold-
ers will be essential as conditions continue 
to present challenges to public and pri-
vate leaders in health care. An ongoing 
group whose mission transcends that of 
any existing agency in health care and 
whose members include people from the 
private sector would provide a structure 
and framework for that continued analysis 
and communication.
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Appendix: Health Care Task Force 
Member Submissions
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